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Preface 


The tax system should operate in a fair and equitable manner for all Canadians. 
This requires that all Canadians pay their share of tax and that the tax liability 
reflect an individual’s ability to pay. 


In recent years this objective has been undermined by some high-income 
individuals who have used the incentives allowed by the current tax law to 
structure their affairs in such a way as to pay little or no personal income tax. To 
correct this situation, the government is proposing the introduction of a minimum 
tax in Canada, effective January 1, 1986. 


This discussion paper examines three possible minimum tax structures. For each, 
it identifies the policy and technical considerations that arise and suggests ways in 
which these issues may be addressed. Clearly, a minimum tax 1s a major policy 
initiative. Its impact on the tax system will be significant and many important 
decisions will need to be taken on how the tax will apply. It is therefore essential 
that all aspects of the proposals be carefully considered before any specific 
measure is implemented. I am particularly mindful of the need for federal- 
provincial harmonization in this area. 


Given the scope and importance of the tax, it is necessary that there be every 
opportunity for meaningful consultation and discussion of the proposals. | urge all 
interested Canadians to present their views to the government so that the 
proposals have the benefit of full public input before any specific measure is 
implemented. 


The Honourable Michael H. Wilson 
Minister of Finance 


lil 


vitae 


7 
— Siipa Go | ne + =e, 
pists fae a (> 6) 7 « 
: 7 (te ade ha) 
a i : — om 
C= i la) es , ae, - © 09 OP 7 


ae ~ | eS ee OT « = fa of 
a a 7 Me)... nen 
MBH) Pe ae Yip 29 -:!) Ge panrnete seogit . 
A”) \_ieeavesite lene yal 


: te re ay a & eeu ee wD 
‘ : ; q ) ee | onttayty cam sauen oamel | 

Ah At Piceipi4)| b= nits? 2 

@ ij = a.eel) aw Gre - vies 


Ge =—(it lr 
_ 
s 
a 


a - _ ent ¢ hehe, ie 4 alasle 
- Bin 0 0, ett Rotem. v: ree 


: SO RES Lr 004 


‘ oh) a me bod its - ve wig 
] : 
‘ a Me A nel Cie omg 


ny ni | Cie 9° bo tees { Sane 
é yn : ‘a 7 . ; a fy 3 my 
; s 0s Tins 


‘wo. 


> le 
Dhue, | bt = an 


1 as Tarren he oF 
hs ee oe 
th 


Table of Contents 


Introduction 


I. Profile of High-Income Individuals Who Pay Little or No Income Tax 3 


A. The Number of High-Income Individuals Who Pay Little or 

NO MaxshachsYeates e.g a ee Sern ee ren ne een eing ere 3 
Bx Inconie:SourcessandiOccupations zee marae ve ne ten, Peete 8 
C. Variability of Incomes and Taxes of Individuals Over Time ...... .) 
D. Reasons for Low Tax Rates of High-Income Individuals............ 11 
II. The Design and Implementation of an Alternative Minimum Tax......... 17 
A. AMtPOGUCHION Asan osetia cates Sate cage ee eae e 17 
B. Design.of anAlternative Minimum la xc. sens in tareee ae 18 
I. Rates or Taxand Exemptionnvevels cc etre cer emnensss 18 
2? WRASSE OM UMC TAN eres ck tors Se rt es ey ener ary hon cOneeee 19 
3) © Period of Measurements... seer warned eticm ee eacente tae 26 
4, “Wits: oll axe: fie 0e 8c oe ee cede eg kee 27 
C. Aspects of Implementing an Alternative Minimum Tax............. 12) 
1.. Administrative and ‘Compliance ISSUCS perce erates Zo 
2. SPederals Provincia isSues2 5 meen asta ea ke 29 

D. Tax Revenue Effects and the Distribution of the Burden of an 
Alternative: MAnimigni La Xs ty cnnereretcuet aut aoa ara 30 
III]. The Design and Implementation of an Add-on Minimum Tax................ 35 
AU INthOgUCtiOn ee tear eee ete cet en eencer eemes tienen cata, 35 
B. Designof am Add-om Mininwinil aK arrancones 35 
I. Rates of Lax and Exemption evel ere en oe: 35 
OO. WaT ANT ISAS EDS secine canis stars A a CS ec i cama aes Snecirs 36 
3.2 Period of MeaASUTeMeOnt sagen ary oreo ee 38 
Ar initssOr ea Rie. wie te eeca eee er a oe te ace ae ee are 38 
C. Aspects of Implementing an Add-on Minimum Tax................... 39 
1. Administrative and Compliance Issues 2.5.0 neecco. 39 
Dee Pederal- Provincia LsSUes ye ererraen er anergy se cays nc 39 


D. Tax Revenue Effects and the Distribution of the Burden of an 


Add-on Minimum: Tax. snenc ee tee 40 

IV. The Design and Implementation of a Limit on Tax Preferences ............. 43 
Ae Ln brodirethOnit soc eects saat eee ea eee eer ee 43 
Be Design: of aceimiton Dax ere tere ccs ae nents ena oe 43 
I Rates of Tax and Exemption Level... (ene ee 44 

25. AX: BASSES 4 i be sets cee Ree Ate Se eet meine ene 44 

ay Period of Measurement eames at eet what ee ancdne 45 

Ae SITIES OL LXer 2 rae er Ree Reena er a 45 

C. Aspects/of Implementing asimnvon Paxsreterences 4... 2. 46 
L. Administrative and Compliance Issuesi)...20. ee 46 

Zoe Rederal= Provincia lelss ie see ae rele hee eee aera 46 


D. Tax Revenue and Distribution Effects of a Limit on Tax 
Preferences 


Vibe, UREN UU TY rece aacuc sus RTE Ee A ye sce 49 


Vi 


Introduction 


All Canadians should be making a reasonable contribution to the tax revenues 
required to finance the public sector operations that benefit all. To this end, the 
Canadian income tax system aims at taxing, in a progressive manner, a fairly 
comprehensive definition of income. The income tax system, however, also offers a 
range of credits and deductions to promote public purposes such as cultural or 
charitable activities or increased investment. Taken individually, these deductions 
and credits serve beneficial economic and social purposes. However, relatively 
high use of a few of these deductions and credits, or the combined effect of using a 
number of them, results in some high-income Canadians paying little or no tax. In 
order to increase the fairness of the income tax, the federal government proposes 
to introduce a minimum tax effective from the 1986 taxation year. This would 
prevent individual taxpayers from using tax incentives to so reduce their tax 
liabilities. 


This paper provides a basis for public discussion on an appropriate minimum tax. 
Part I of the paper gives a profile of high-income individuals who pay little or no 
tax. It reviews the number of such individuals, their income sources and 
occupations, the variability of their income and taxes over time, and the reasons 
for their low tax burdens. 


Part II examines in detail the implementation of an alternative minimum tax 
(AMT). The essential components of such a tax are reviewed. The compliance and 
administration issues and federal-provincial considerations are examined and the 
revenue impact and numbers of individuals affected by a minimum tax are 
estimated. 


Parts III and IV examine two other possible forms that a minimum tax might 
take. These are an add-on minimum tax and a limitation on tax preferences 
(LTP). Many of the issues raised in discussing the design and implementation of 
an AMT are relevant to these other minimum tax structures. However, there are 
important differences among the three approaches and these are highlighted in the 


paper. 


Two provinces have recently proposed in their budgets tax measures that are 
designed in part to address concerns about high-income individuals paying little or 
no tax. It is desirable that federal and provincial measures in this area be 
harmonized to the greatest extent possible. The paper discusses ways in which 
provincial minimum taxes could be linked to a federal minimum tax. 
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Profile of High-Income Individuals Who Pay Little 
or No Income Tax 


The Number of High-Income Individuals Who Pay Little or No 
Tax Each Year 


When the problem of high-income, low-taxpaying individuals is discussed in 
public, the data often referred to are that published by Revenue Canada in 
Taxation Statistics. These statistics are prepared from information provided on 
individual tax returns. Based on this data, Table 1 shows the number and 
proportion of high-income filers who paid no tax over the period 1972-1983. 
Taking those tax filers in each year with total assessed income in excess of $50,000 
(measured in constant 1982 dollars), the proportion of non-taxpaying filers ranged 
between 0.3 and 0.5 per cent of that income group between 1972 and 1977. It then 
jumped to 2.0 per cent in 1978, rose gradually to 2.3 per cent in 1981, and 
dropped back to 1.3 per cent in 1982. The preliminary statistics for 1983 show a 
rise again in the proportion of non-taxpaying high-income filers to 1.7 per cent. A 
similar pattern applies to individuals with incomes of $200,000 or more. 


Although these figures provide a rough measure of the number of high-income 
individuals not paying any tax, concerns arise about the accuracy of the measures 
of income and tax used in the statistics. The measure of income used in the 
Taxation Statistics publication (and referred to above as “total assessed income’”’) 
is the “total income” reported by individuals in their individual income tax returns 
(or T1 forms). This figure might substantially overstate or understate a particular 
taxpayer’s true economic income. For example, a number of items of income are 
not included in total income since they do not have to be reported on the income 
tax return. Similarly, other deductions from a taxpayer’s income are not reflected 
in the total income amount since they are deducted later in the tax return. 


As will be explained below, it is difficult to obtain reliable data that provide a 
complete picture of the true economic income of individual taxpayers. However, a 
number of adjustments can be made to total income provided in the taxation 
statistics to reflect true economic income more accurately. These adjusted income 
figures will be used throughout this paper and will be referred to as “‘adjusted 
gross income”’. 


The following adjustments were made to total income as reported on the tax 
returns in arriving at adjusted gross income. The tax-exempt one-half of realized 
capital gains, the capital cost allowance on multiple unit residential buildings 
(MURBs), Canadian exploration expense, the exempt portion of scholarship 
income, and some other minor exemptions and deductions were added to total 


Table | 


Evolution of Non-Taxable Filers Over the Years 
Based on Income Figures in Constant 1982 Dollars 


Non-taxable filers‘ 


Income $50,000 and over Income $200,000 and over 

Peiecentror Per centror 

filers in the filers in the 

Number income range Number income range 
1972 fie 0.3 Si 0.5 
1975 1,345 0.4 76 0:7 
1977 2,004 0.5 91 0.8 
1978 8,376 2.0 3) 2.5 
1981 10,536 2:3 498 3.6 
1982 55 1.3 215 |b 
19832 7,063 17 240 1.8 


‘) These figures differ from those reported in Taxation Statistics because the $50,000 and $200,000 
income limits are defined in constant 1982 dollars for all the years chosen for purposes of this table. 
Taxation Statistics for 1981, for example, reported 8,031 tax filers paying no tax who had incomes 
of $50,000 and over in 1981 dollars. 


°) Preliminary statistics. 


Source: Revenue Canada, Taxation Statistics for various years. 


income in arriving at adjusted gross income. On the other hand, the 50-per-cent 
dividend gross-up, and carrying charges to the extent of investment income, were 
deducted from total income in arriving at adjusted gross income.‘) With respect to 
this last adjustment, if all investment income were measured on an accrual basis, 
then it would have been appropriate to subtract all carrying charges on investment 
loans to measure economic income properly. Given that the available data do not 
allow the measurement of accrued but unrealized income, carrying charges are 
recognized only up to the amount of investment income reported for tax purposes. 
This minimizes the mismatching of income and expenses in a year that would 
otherwise occur. 


If adjusted gross income, so defined, is used instead of total assessed income, 
significant changes arise in the distribution of filers by income class. In particular, 
the number of high-income filers decreases. For example, in 1982, use of the 
adjusted gross income measure results in 27,103 or 6.2 per cent fewer filers being 


‘"" This definition of adjusted gross income is similar to the “expanded income” measure used by the 
U.S. Department of Treasury in its statistical publications of income tax. 


classified as having incomes of $50,000 or more. This arises from 40,783 filers 
being reclassified from over $50,000 to under $50,000, and 13,680 being moved up 
to the $50,000-and-over group. At a cut-off income level of $200,000, about 12.7 
per cent fewer filers are classified as having incomes above this level. The data 
reveal that the proportion of tax filers with large differences between these two 
income measures is very high amongst those with large amounts of investment 
income. These differences are also large for those with high adjusted gross income 
and low average federal tax rates. This shows that the analysis of the non- 
taxability of high-income filers, as well as the assessment of appropriate tax 
burdens relative to income, is very sensitive to the definition of income used. In all 
subsequent sections of the paper, “income” should be taken as meaning the 
adjusted gross income measure, unless otherwise stated. 


While adjusted gross income as defined above is a more accurate measure of 
taxpayers’ income than total assessed income for tax purposes, it still falls short of 
true economic income for a number of reasons. 


First, because of a lack of readily available data, a number of amounts cannot be 
taken into account in attempting to determine an individual’s economic income. 
These include accrued but unrealized capital gains and losses and a substantial 
portion of interest income, certain forms of non-taxable employment benefits, such 
as employer contributions to pension plans, income diverted to family members 
through trusts and holding companies, amounts sheltered from tax by transactions 
such as commodity straddles, amounts paid out of pension plans that are rolled 
over to a registered retirement savings plan (RRSP) in the year, and the amount 
of capital gains from farm property and small-business shares on which the tax is 
deferred under the intergenerational rollover provisions. 


Second, the timing of when income is recognized for tax purposes compared to 
when it was actually earned can result in adjusted gross income, as defined above, 
providing a misleading measure of economic income. For example, while the 
exclusion of accrued, but unrealized, interest or capital-gains income can result in 
an underestimate of annual economic income, the inclusion of this income, earned 
over a number of years, in the year in which it is realized can substantially 
overstate true economic income for that year. For any particular individual, these 
two effects may be offsetting in a given year. Which one dominates in any year 
depends upon the timing and pattern of the realization of investment income from 
various sources. 


Other examples of such distortions arise in the areas of pension savings, cash-basis 
accounting and accelerated capital cost allowances. A withdrawal from an RRSP, 
for example, represents a combination of contributions made out of income that 
was earned and generally reported in previous years, plus the investment income 
earned on these contributions. While withdrawals from the plan are reported as 
income for tax purposes in that year, only part of the withdrawal actually 
represents income earned in the year. 


Where cash-basis accounting is permitted in reporting income for tax purposes, as 
in the case of income from fishing and farming activities, and where the cost of 
work-in-progress may be deducted before the related income is earned, as for 
certain professionals, income is understated to the extent that the costs are 
deducted in a year before the related income is recognized. When the income is 
finally realized, economic income for that year is overstated. Accelerated capital 
cost allowances have a similar impact on the time pattern of reported incomes 
from business activities. 


Third, adjusted gross income does not reflect true economic income since it does 
not include income an individual earns and retains in legal entities such as 
corporations and trusts. However, if the income earned by a corporation of which 
the individual is a shareholder were, for example, to be included in his economic 
income, then it would also be necessary to recognize the taxes paid at the 
corporate level in assessing the total tax burden borne by this income. 


Finally, the measurement of investment and business income for tax purposes does 
not make any allowance for the erosion in the real value of capital due to inflation. 
This represents a distortion from any real measure of economic income. 


The number of high-income individuals reported to be paying no tax is also 
somewhat misstated, not only because of problems in the measurement of income, 
but also because of the reporting of actual taxes paid. First, the taxes paid at the 
personal income tax level on income received from corporations do not include the 
corporate taxes that may already have been paid on this income. Second, the 
income tax statistics are collected prior to the completion of all reassessments. 
Subsequent reassessments could result in some high-income filers paying 
additional taxes. 


Table 2 


Distribution of High-Income Filers 
($50,000 and Over in Adjusted Gross Income) 
By Average Federal Tax Rates in 1982 


Per cent 
Average federal tax rate‘ Number of total 
Zero 3,995 1.0 
0.1 — 10 per cent 26,983 6.6 
Over 10 per cent 377,443 92.4 
Total 408,421 100.0 


‘) Defined as federal taxes payable, before foreign tax credits and the Quebec abatement, as a 
percentage of adjusted gross income. 


Source: Revenue Canada, Tl-sample. This is a sample of returns of tax filers stratified by variables 
such as income, occupation and region. All subsequent tables are also based on this data 
source unless stated to the contrary. 


The statistics cited to this point have focused only on high-income individuals who 
pay no tax. However, there are also a significant number of high-income 
individuals who pay very low rates of tax. They too are a cause of concern. Table 2 
gives the distribution of high-income filers ($50,000 and over in adjusted gross 
income) in 1982 by their average federal tax rates.?) The data indicate that in 
addition to the approximately 4,000 paying zero tax (with the change in definition 
of income, the number of non-taxable filers drops by 1,500 from the 5,500 
reported in Table 1), 27,000 high-income filers have average tax rates which are 
positive but less than 10 per cent. An average federal tax rate of 10 per cent is 
used as an arbitrary cut-off point to isolate a sample of low-taxpaying individuals. 
In the subsequent analysis, the characteristics of these low- and non-taxpaying 
groups of high-income filers are contrasted with those paying federal tax rates 
over 10 per cent. 


©) The average federal tax rate is defined as the federal taxes payable, before foreign tax credits and 
the Quebec abatement, as a proportion of adjusted gross income. 


Table 3 


Selected Income Sources of High-Income Individuals, 1982 
(Adjusted Gross Income of $50,000 and Over) 


Proportions of Average amount of item 
individuals with item __ per individual reporting 


Tax rate Tax rate 
10 per Tax rate 10 per Tax rate 
cent or over 10 cent or over 10 
lower per cent lower per cent 
(per cent reporting) (dollars) 
Employment income 53.4 110 31,600 55,404 
Business income 25a. 9.7 TRIN 5,619 
Professional income 19 15.6 75,900 62,891 
Farming income Lai. 6.4 13,600 17,149 
Net rental income Die 19.6 —~25,700 —2,178 
Realized capital gains 50.4 29.0 32,200 12,392 
Dividends 61.2 43.4 34,300 i, 302 
Ineligible dividends” 33.0 9.2 70,300 44,474 
Carrying charges less than 
investment income 50.5 47.8 8,400 Da Re 
Total income 100.0 100.0 77,100 84,778 
Adjusted gross income 100.0 100.0 72,600 S27 75 
Number of filers 30,978 377,443 


() Dividends from Canadian corporations ineligible for the $1,000 investment income deduction are 
those received from corporations not dealing at arm’s length with the individual. 


B. Income Sources and Occupations 


As shown in Table 3, high-income individuals paying less than 10 per cent of 
income in tax report income from business, farming, rentals, capital gains and 
dividends relatively more frequently than those paying more than 10 per cent in 
tax. Moreover, among these low-taxpaying individuals, the average amounts of 
farming, dividend and capital gains income as well as business and net rental 
losses are also larger. Employment and professional income are the only types of 
income that are more frequently reported by high-income tax filers paying average 
tax rates over 10 per cent than by those paying at lower rates. The incidence of 
carrying charges (limited to the amount of investment income in the year) tends to 
be more evenly distributed across both groups, but the average amount is 
markedly higher for those paying low tax rates. 


Table 4 classifies the 408,421 high-income filers in 1982 by occupational group. 
This occupational classification is based on an individual’s main source of income. 
It thus provides an alternative, but similar, perspective to that gained from 

Table 3. Among high-income individuals, less than 4 per cent of employees and 
professionals pay average federal tax rates of below 10 per cent — the lowest 


Table 4 


Distribution by Occupation and Federal Tax Rate 
for Filers with Income in Excess of $50,000, 1982 


High-income filers 
with federal tax rates 


Total number of 10 per cent or lower 
of high-income 
Occupational group“ filers Number Proportion 
(percentage) 
Employees 243,876 7,487 Shy) 
Professionals 44,486 1,693 3.8 
Business proprietors 9,614 1,250 1321 
Investors and 
property owners 89,427 17,307 19.3 
Farmers and fishermen 577 2,633 20.9 
Others 8,441 608 ed 
All 408,421 30,978 deo 


‘) Classified by the individual’s main source of income. 


proportion among occupational groups. High-income farmers, fishermen, investors 
and property owners have the highest proportions paying federal tax rates below 
10 per cent — about 20 per cent of those groups. Business proprietors and those in 
all other occupational groups fall between these ranges. In 1982, investors and 
property owners formed the single largest occupational group of high-income tax 
filers paying below 10 per cent of their incomes in federal taxes. This group 
numbered over 17,300 filers. 


C. Variability of Incomes and Taxes of Individuals Over Time 


The statistics presented to this point give a picture of the distribution of incomes 
reported and taxes paid by individuals in a single year. The income earned by an 
individual, however, varies from year to year. Because of varying use of deductions 
or tax credits and because some deductions only serve to defer taxes from one year 
to another, the tax burden of an individual may also vary over time. Consequently, 
a more realistic picture of the extent to which high-income individuals avoid 
paying tax may be obtained by examining tax burdens over a longer period of 
time. 


To analyze this issue, the incomes and taxes paid by high-income individuals over 
the period 1972 through 1979 are compared with their incomes and taxes in 1979 
alone.) For purposes of this analysis, high-income tax filers are defined as those 
with adjusted gross incomes in excess of $50,000, measured in constant 1979 
dollar values, in any one of the eight years from 1972 to 1979. This is a somewhat 
higher cut-off point than is used in analyzing the 1982 data, being equivalent to 
about $68,600 in 1982 dollars. Another difference is that the adjusted gross 
income measure is somewhat overstated as it is not reduced by any carrying 
charges, since the precise amounts of these are unavailable for the 1972-1979 data 
used. These minor differences do not affect the quality of the general results of the 
analysis. 


In 1979, 163,120 filers had adjusted gross income over $50,000. However, of these 
filers only 39,100, or fewer than one-quarter, earned high incomes in all eight 
years. At the other extreme, 37,940, about another one-quarter, had high incomes 
in 1979 and in no other year in the period. Only 50 per cent of these 163,120 filers 
had high incomes in more than four years. In other words, few managed to sustain 
a high income for an extended period. 


When the expected variability in tax rates over time is combined with the 
variability in incomes just demonstrated, it is expected that few taxpayers could 


©) The 1972-1979 period was the most recent period for which data were available at the time of 
conducting the analysis for this paper. 


10 


sustain both paying little or no tax and having high incomes for any extended 
period. Again, focusing on the 163,120 high-income filers in 1979, 3,860 were 
non-taxable in that year. However, 1979 was the only year in which the vast 
majority of these 3,860 filers managed both to pay no tax and to have high 
incomes. Only 100 filers attained this combined status in four or more years. None 
managed to sustain it for more than six years. 


A similar perspective is provided by a comparison of the tax rates of high-income 
individuals in a single year (1979) with their average rates of tax over the eight- 
year period. Table 5 shows that of the 163,120 high-income filers in 1979, 26,740 
or 16.4 per cent paid 10 per cent or less in federal income tax. Table 6, however, 


Table 5 


Distribution of High-Income Tax Filers 
in 1979 by their Average Federal Tax Rates in 1979) 


Average federal tax rate, 1979 


10 percent Over 10 
Total filers and under per cent 
163,120 26,740 136,380 
(100.0%) (16.4%) (83.6%) 


‘) Numbers in parentheses show the percentage distribution of tax filers in the two tax rate categories. 


Table 6 


Distribution of High-Income Tax Filers in 1979 by 
Average Income Class According to their Average 
Federal Tax Rates Over the Years 1972-1979 


Average federal tax rates over 1972-1979 


Average income, 1972-1979: Number 10 per cent Over 10 
(constant 1979 dollars) of filers and under per cent 
Under $50,000 70,300 10,840 59,460 
(15.4%) (84.6%) 

$50,000 and over 92,820 3,700 89,120 
(4.0%) (96.0%) 

Total 163,120 14,540 148,580 
(8.9%) (91.1%) 


‘) Numbers in parentheses show the percentage distribution of tax filers in the two tax rate categories. 


shows that 43 per cent of these 163,120 high-income earners in 1979 actually had 
average incomes below $50,000 in constant 1979 dollars over the whole period of 
1972-1979. The number with average tax rates of 10 per cent or less, among the 
92,820 filers who actually had average income levels over $50,000, drops to only 
3,700 filers or 4.0 per cent of such filers. The remaining 96 per cent paid over 10 
per cent of their incomes in federal taxes on average over 1972-1979. These data 
suggest that the number of taxpayers paying little or no tax while having high 
incomes over extended periods of time is relatively small compared with the 
number who do so in any one year. 


D. Reasons for Low Tax Rates of High-Income Individuals 


In this section, the major income exemptions, deductions and tax credits that 
significantly reduce the tax liabilities of high-income filers are analyzed. Items 
that have large impacts on taxable income are those that are both used by large 
numbers of filers and claimed in high average amounts. Table 7 gives the amounts 
of major preference deductions and tax credits claimed in 1982 by high-income 
filers paying 10 per cent or less in federal tax. In the case of tax credits, the effect 
on taxable income is shown in this analysis by giving the amount of income 
effectively sheltered from tax by the tax credit. Converting credits into their 
deduction equivalent allows direct comparisons to be drawn between the impacts 
of particular deductions and tax credits. 


The impact of each of the above measures in reducing taxable income is briefly 
discussed below. Later sections of the paper address the policy and technical 
considerations in including these items in a minimum tax base. 


Deduction Equivalent of Dividend Tax Credit 


The dividend tax credit is the most significant factor in explaining the low tax 
liability of high-income individuals. Both the frequency of its use and the average 
amounts reported were high for those paying 10 per cent or less in federal tax. 
Over one-half of the 30,978 individuals in this category claimed dividend tax 
credits, for an average deduction-equivalent value of $21,500. The total deduction- 
equivalent value of the credit claimed by these individuals was $404 million in 
1982. 


Viewed only at the personal income tax level, the dividend tax credit serves to 
reduce significantly the tax burden on individuals. However, the credit is provided 
at least in part in recognition of taxes at the corporate level on the earnings out of 
which the dividend was paid. It thus serves to integrate the personal and corporate 
income tax systems. A comprehensive view of income tax burdens would therefore 
take into account the income and taxes at the corporate level as well as those 
recognized at the personal level. 


I 


Table 7 


Sources of Low Tax Rates For High-Income Filers 
Paying Average Federal Tax Rates of 10 Per Cent or Less in 1982 


a eee 


Number of 
filers Average 
Total claiming amount 
Item amount item claimed 
($ millions) ($) 
Adjusted gross income 2,250 30,978 72,600 
Investment items 
Deduction equivalent of dividend 
tax credit 404 18,771 21,500 
Capital gains exclusion Pol [p62] 16,100 
Carrying charges in excess of investment 
income 129 4,215 30,600 
Deduction equivalent of investment 
tax credit 12 3,622 19,900 
Negative net rental income from MURBs 63 4,266 14,800 
Excess capital loss on private business 
securities 43 [357 31,700 
Drilling fund investment incentives ZT 1,543 17,500 
Film investment incentives 13 1,196 10,900 
Allowable prior-year business losses 40 928 43,100 
Allowable prior-year capital losses 6 903 6,600 
Business losses 
Current-year business losses 122 5,206 23,400 
Current-year farming losses 4] 27S 18,000 
Social policy items 
Registered pension plan contributions 
(employees only) 7 2,880 2,400 
RRSP contributions 80 14,120 5,600 
Charitable donations 38 123.02 2,900 
Alimony deductions 43 2,154 20,100 
Medical expenses 26 2256 11,500 


Gifts to the Crown a 319 65,800 


Capital Gains Exclusion 


The exclusion of half of realized capital gains also results in a major reduction in 
taxable income. About one-half of the low-taxpaying high-income filers in 1982 
reported capital gains. The value of the exclusion averaged about $16,100 and the 
total reduction in taxable income was $251 million. As in the case of the dividend 
tax credit, the exclusion for half of the capital gains on shares may represent an 
offset for taxes to the extent that the gain is a realization of undistributed earnings 
that have borne tax at the corporate level. 


Carrying Charges in Excess of Investment Income 


Carrying charges, mainly interest expenses on funds borrowed to earn investment 
income, are the next most important reason why some high-income individuals pay 
little or no tax. High-income individuals paying low taxes claimed, on average, 
$30,600 of carrying charges in excess of investment income (the sum of interest 
income, dividends and net capital gains realized). In total this amounted to a $129 
million reduction in their taxable income in 1982. 


Deduction Equivalent of Investment Tax Credit 


While the investment tax credit is reported by only 12 per cent of the low- 
taxpaying high-income filers in 1982, the average deduction equivalent of the 
credit was quite large at $19,900. In aggregate it amounted to an effective 
reduction in their taxable income of over $72 million. 


Negative Rental Income from MURBs 


The special provision which allowed the unlimited deductibility against other 
income of the capital cost allowance for multiple unit residential buildings 
(MURBs) is important, more because of the large average deductions it generated 
than because of the proportion of high-income filers who used this incentive: 14 
per cent reported MURB deductions averaging $14,800. The amount reported in 
the table is only that part of rental loss that was attributable to the capital cost 
allowances on MURBs. In 1982, this amounted to some $63 million. As the 
MURB provision has been discontinued for buildings constructed after 1981, this 
deduction should decrease in value over time. 


Capital Losses on Private Business Securities 


Generally, individuals can deduct capital losses only against capital gains and 
$2,000 of other income in a year. However, allowable capital losses on shares and 
bonds issued by Canadian-controlled private corporations (CCPCs) are deductible 
without any limit against other income. The preferential part of the deduction for 
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these capital losses on securities of CCPCs (i.e., the losses in excess of the 
normally deductible amounts for capital losses) is given in Table 7. While 
relatively few high-income filers with tax rates of 10 per cent or less reported this 
item, the total preferential deduction in 1982 amounted to nearly $43 million, for 
an average value of $31,700. 


Drilling Funds and Film Investment Incentives 


The investment incentives relating to films and to oil and gas drilling funds are 
similar to those for MURBs. Individuals investing in certified Canadian films are 
able to deduct the full capital cost of the film against their other income in the 
year in which they make the investment. Similarly, investments in drilling funds 
are deductible from income earned from other sources in a year. In 1982, the film 
investment provision resulted in a fairly modest overall reduction in taxable 
income of about $13 million. Drilling fund deductions by low-taxpaying high- 
income filers amounted to $27 million. 


Allowable Prior-Year Capital and Non-Capital Losses 


The carry-over of prior-year capital losses is relatively inconsequential both in 
terms of frequency of use and the average amounts deducted. The total amount of 
prior-year losses deducted in 1982 by high-income low-taxpaying filers was less 
than $6 million. The business losses allowed from prior years (including restricted 
farm losses from prior years) are more significant, with average loss carry-overs of 
about $43,100 and a total reduction in taxable income of nearly $40 million. These 
losses could reflect real economic losses or losses created through incentive 
deductions taken in prior years. 


Current-Year Business Losses 
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While the current losses from various types of business activity are netted out in 
arriving at an individual’s adjusted gross income, on the assumption that they 
represent true economic losses, some of these losses could have been generated by 
the use of tax preferences available to business activities. For example, accelerated 
capital cost allowances for capital property used in a business activity could result 
in a loss being generated in a year. A fairly high proportion, 17 per cent, of high- 
income low-taxpaying filers reported business losses in an average amount of 
about $23,400. The total losses reported by these tax filers amounted to $122 
million in 1982. 


“ CCA is restricted to half rates in the year of investment. 


Current-Year Farming Losses 


Farming operations are eligible for a number of special provisions, such as cash 
basis accounting, that can result in losses being recognized for tax purposes in a 
year.‘ The total amount of farming losses claimed by high-income low-taxpaying 
filers was $41 million in 1982. 


Social Policy Items 


The social policy items reported in Table 7 generally have less impact than the 
investment incentives on the taxes payable by individual high-income filers. While 
a number of these are widely used, such as contributions to registered pension 
plans (RPPs), registered retirement savings plans (RRSPs), registered home 
ownership savings plans (RHOSPs) and charitable donations, their deductible 
amounts are generally subject to limits. Alimony payments, medical expenses and 
gifts to the Crown, however, are deductible in a year without limit. While 
relatively fewer high-income filers with low tax rates used these latter three 
provisions, the average amounts were larger. On average, $20,100 in alimony 
deductions and $11,500 in medical expenses were claimed in 1982. An average of 
$65,800 was deducted by 319 filers in that year for gifts made to the Crown. In 
the case of alimony, while the individual paying alimony can deduct this amount 
from income, the recipient must include it in income for tax purposes. 


Changes Over Time 


Table 7 above provides a snapshot picture of the use of tax incentives by high- 
income individuals in 1982. A picture taken in a different year would likely be 
very different. This reflects in part changes in tax legislation and in part taxpayer 
response to changing economic circumstances. For example, claims for the 
dividend tax credit increased several-fold after the rate of the dividend gross-up 
and tax credit was increased from 33 1/3 per cent to 50 per cent in 1978. 
Similarly, the changes in the 1981 budget had a very major impact on both the 
magnitude and the composition of various deduction items claimed by high- 
income individuals. The income-averaging annuity contract (IAAC) provision, 
and general averaging were eliminated in that budget and the capital cost 
allowance deductions were reduced to one-half the normal rates for the year in 
which depreciable property is acquired. The average deduction claimed for IAACs 
by high-income individuals paying less than 10 per cent in tax was $81,900 in 
1981. In aggregate, it reduced their taxable income by $782 million. The general 
averaging provision reduced their taxable income by $200 million. As a result of 
these and other changes the number of high-income individuals paying less than 
10 per cent in federal tax was reduced in 1982 to nearly one-half of what it was in 
1981. 


() For more detail on these special provisions for farmers, see Tax Issues in Agriculture, Discussion 
Paper, Department of Finance, Ottawa, January 1985. 


Since 1982, other tax incentives have been introduced, such as the share-purchase 
tax credit (SPTC) and the scientific research tax credit (SRTC), which may have 
increased the numbers of low-taxpaying high-income earners. However, both these 
incentives are mechanisms for transferring unused deductions or tax credits from 
corporations to shareholders or other investors. The net benefit received by 
shareholders or investors from such credits is generally less than the reduction 
experienced by them in their taxes payable. This is because a part of the tax 
savings to them is recouped by corporations in the form of a higher price charged 
for the shares or other financing instruments. 


II. The Design and Implementation of an Alternative 
Minimum Tax 


A. Introduction 


A minimum tax can take many forms and each in turn has a range of possible 
designs. This paper explores three approaches to a minimum tax. These are an 
alternative minimum tax (AMT), an add-on minimum tax and a limit on tax 
preferences (LTP). The difference between these three approaches is largely in the 
way they interact with the regular tax system. An AMT is structured as a separate 
tax system that is an alternative to the regular tax payable, whereas an add-on 
minimum tax requires that the minimum tax liability be added to the taxpayer’s 
regular income tax. In the third approach, the minimum tax is integrated into the 
regular tax system and serves to limit the amount of tax preferences a taxpayer 
can claim. 


The United States is the only major country to implement minimum taxes. It has 
used a number of variations over the years. In 1969 it introduced add-on minimum 
taxes at the personal and corporate levels. The add-on tax was partially replaced 
at the personal level by an AMT in 1978 and fully replaced by 1983. The US. 
minimum tax provisions have been frequently amended over this period. Currently 
consideration is being given to dropping the minimum taxes if broad-based income 
tax reform can be achieved. Recent data show that at the personal level these 
taxes raised approximately one-half of one per cent of the total individual income 
tax revenues from about one-quarter of a million filers. 


Differences between the income tax systems in the United States and Canada 
limit to some extent the transferability of the U.S. experience with minimum taxes 
to Canada. For example, in Canada, the dividend tax credit and the unlimited 
deductibility against other income of interest expenses incurred in earning 
investment income are two major items that result in high-income earners paying 
little or no federal income tax. These are not problem areas in the United States, 
which has no dividend tax credit and which restricts interest expense deductibility 
against non-investment income to $10,000 in a year. The excess can be carried 
over into other years. 


The basic components of a minimum tax are essentially the same, regardless of the 
form it takes; so are the issues in implementing such a tax. These include design 
and technical considerations, the complexity of the measures, their administrative 
and compliance aspects, federal-provincial participation, incentive effects and 
distributional and revenue impacts. For ease of exposition, in Part II of the paper 
it is assumed that the minimum tax would take the form of an alternative 


minimum tax. The components of such a tax and the major issues it raises are 
addressed here. In Parts III] and IV the add-on minimum tax and the limit-on-tax- 
preference approaches are discussed and the important differences between these 
and an AMT are highlighted. 


B. Design of an Alternative Minimum Tax 


1. 
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Any AMT involves essentially the recalculation of an individual’s income without 
allowing for certain tax deductions or exemptions that reduce taxable income for 
regular income tax purposes. Any carry-over adjustments relating to previous 
years are then taken into account in determining the AMT base for the year. The 
tax is then calculated by applying the minimum rate of tax against this 
recomputed tax base, or against this base less a basic AMT exemption. The 
amount of minimum tax thus determined is then reduced by allowable credits and, 
finally, is compared to the regular income tax liability for the year. If the 
minimum tax is greater than the regular income tax liability, the difference is paid 
as AMT for the year. 


For example, consider a taxpayer who has a regular tax liability of $5,000 payable 
in respect of taxable income of $25,000, which was computed after deducting 
preference items amounting to $120,000. For AMT purposes, the $120,000 in 
deductions would be ‘“‘added back”’ to produce a tax base of $145,000. If the 
general AMT exemption is $50,000, this would leave a taxable AMT base of 
$95,000. Assuming an AMT rate of 10 per cent, the AMT liability would be 
$9,500. As this amount exceeds the regular tax liability by $4,500, the larger 
amount would have to be paid by the taxpayer. 


As its name implies, an alternative minimum tax is conceptually — and 
operationally — a separate and parallel alternative income tax. It would require 
redefining many components of the regular income tax. It would not, however, 
represent merely a one-time change to the income tax system, but also an ongoing 
requirement that, whenever changes are introduced in the regular income tax 
system, consideration would also have to be given to appropriate matching 
adjustments and transitional arrangements for the AMT. 


As in any tax, the design of an AMT requires definition of the following four 
essential elements: the tax rate(s) and exemption level, the base of the tax, the 
period of measurement of income, and the units to be taxed. Each of these is 
discussed in turn. 


Rates of Tax and Exemption Level 


An AMT would likely allow a basic exemption in place of personal exemptions 
and other disallowed deductions. While the size of an appropriate exemption is 
somewhat arbitrary, it should be high enough to exempt the majority of taxpayers 
— those who have low incomes and few or no preference items — while still being 


low enough that it does not exclude the intended targets of the AMT — high- 
income low-taxpaying individuals. Exemption levels ranging from $25,000 to 
$50,000 have been suggested. As with any fixed exemption, special rules would be 
necessary to prevent the multiplication of the exemption level through income- 
splitting devices such as multiple trusts. 


The AMT could be computed by reference to a single flat rate or a series of 
graduated rates. The rate should be high enough to ensure that substantial levels 
of income do not go untaxed, while low enough to recognize that a low regular tax 
liability may be a result of legitimate incentives. However, because the highest 
marginal federal tax rate for individuals is currently set at 34 per cent, it does not 
seem appropriate that the AMT rate should exceed 17 per cent, which represents 
the maximum federal tax levied on capital gains after excluding the non-taxable 
half of those gains. 


2. Base of the Tax 


The minimum tax would be computed on an expanded tax base. In practice, it 
would likely be computed by taking the individual’s taxable income under the 
regular tax system and then adding back to it various amounts of tax deductions 
or exemptions that reduced regular taxable income. The extent to which 
preference items are included is largely dependent on two factors: the degree to 
which any particular tax deduction or exemption is seen to create a potentially 
inappropriate or excessive tax preference, and the complexity and administrative 
effort associated with capturing any particular item within the AMT base. 


In addition, adjustments could be required for preferences not now identified on 
the tax return, for example, where an individual has been allowed to compute his 
business income on the cash basis or where a professional has deducted the cost of 
his work-in-progress at the end of the year before the related income is earned. 
Adjustments could also be required where a taxpayer is able through the block 
averaging provisions to average his tax liability and possibly avoid the payment of 
AMT. The more important and technically difficult issues related to the adding 
back of preference items that can be identified are expanded upon below. 


(a) Dividend Tax Credit 


Dividends from Canadian corporations are treated in a special way under the 
Income Tax Act. Dividends received by an individual are “grossed-up” to 150 per 
cent of their actual amount and this total amount is included in the taxpayer’s 
income for tax purposes. The taxpayer is then entitled to claim a tax credit of 

33 1/3 per cent of the grossed-up dividend, deducted from tax otherwise payable. 
The effect of the gross-up and credit system is to reduce the tax liability on the 
dividends of a high-income taxpayer by at least one-half of what it would be if 
dividends were included in income and taxed at normal rates. 
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Viewed only at the individual level, the gross-up and dividend tax credit serves to 
reduce significantly the tax burden on dividend income. For individuals in the top 
marginal tax bracket, for example, it results in the federal tax on dividends being 
lowered from 34 to 17 per cent. In some situations, where an individual faces low 
marginal tax rates, the dividend credit can “overflow” and offset the taxes that 
would otherwise be payable on other sources of income. 


The dividend tax credit might be viewed as an incentive to encourage Canadians 
to invest in shares of Canadian corporations. On the other hand, it serves the 
important role of integrating the personal and corporate taxes, particularly for 
small businesses. Dividend income will normally have borne tax at the corporate 
level. Indeed, in many cases, even with the dividend tax credit, distributed 
corporate earnings will have borne a heavier tax than other forms of income if 
both the corporate and individual tax are considered. Therefore, the position of 
dividends under a minimum tax is not obvious. 


There are essentially two options available for the treatment of dividends and the 
dividend tax credit under an AMT. First, the grossed-up amount of dividends 
could be included in the AMT base and the dividend tax credit allowed as a 
deduction in computing the AMT liability. This option would reflect the view that 
the reduction in the regular tax of high-income individuals through the dividend 
tax credit is not inappropriate because their income from this source has already 
borne tax at the corporate level. 


The second option would be to include only the cash amount of dividends in the 
AMT base, and disallow the dividend tax credit in the computation of the AMT 
liability. This would reflect the view that high-income individuals should pay a 
certain minimum amount of tax on their dividend income regardless of the fact 
that the earnings from which it was paid may already have borne tax at the 
corporate level. The main criticism of this option would be that it results in 
potential double taxation of corporate source income. While this criticism is 
conceptually valid, it may not be of significant consequence. This is because, 
assuming that the exemption level for the AMT is $25,000 or more and that the 
federal AMT rate does not exceed 17 per cent (one-half of the regular top 
marginal tax rate), the use of the dividend tax credit alone would not result in an 
individual being subject to a significant amount of tax under the AMT. For 
individuals in the top rate bracket, the marginal regular tax on dividend income 
would be comparable to the maximum rate for the AMT. This would not be the 
case for individuals in the lower-income brackets, but they would likely be relieved 
from the AMT by the exemption threshold. The disallowance of the dividend tax 
credit against the AMT would thus primarily impact on those high-income 
individuals who combine the dividend tax credit with other incentive provisions to 
reduce their taxes to lower levels. 


In the case of owner-managers of small corporations, any adverse consequence of 
the minimum tax could be avoided to some extent by substituting wages for 
dividends. Such substitution would result in a decrease in regular corporate 
income tax and a matching increase in the regular personal income tax, and would 
thereby reduce the exposure of the shareholder to the minimum tax at the 
personal level. 


(b) One-half Exclusion of Capital Gains 


In computing the AMT base, the amount of taxable capital gains and allowable 
capital losses could be doubled (to represent the actual amount of gains and 
losses). The amounts of capital losses that are deducted from other sources of 
income, which are currently limited to $2,000, could also be doubled. This 
adjustment could also be applied to other income receipts that, in effect, receive 
capital gains treatment, such as the unrecognized portion of gains and losses 
accrued within an Indexed Security Investment Plan (ISIP), the special deduction 
in respect of qualifying employee stock options, and the exemption in respect of 
eligible capital receipts in excess of a taxpayer’s cumulative eligible capital 
account. However, questions arise about the appropriate treatment of capital gains 
on which the tax has been deferred under the intergenerational or other rollover 
provisions. Should these be included in the AMT base in the year in which they 
would be taxable in the absence of the rollover provisions? 


In deciding whether capital gains on shares should be included in the AMT tax 
base, many of the same concerns as expressed with respect to the dividend tax 
credit arise. The exclusion of one-half of capital gains from income serves in part 
to offset taxes that have already been paid at the corporate level. Here, again, it is 
useful to note that the use of the capital-gains preference alone would not likely 
cause a taxpayer to be subject to the AMT because the regular tax on capital 
gains would generally exceed the AMT liability at AMT rates of less than one- 
half the maximum federal marginal tax rate. It is only when the capital gains 
preference is combined with other incentive provisions that the AMT would be 
triggered. 


Tax-Exempt Corporate Distributions: Certain dividends received from corporations 
are completely exempt from tax in the hands of shareholders. These include 
dividends paid out of a corporation’s life insurance capital dividend account and 
the regular capital dividend account. The treatment of the former should parallel 
that accorded to life insurance proceeds received directly at the personal level. 
Either both should be included in the AMT base or both should be excluded. 


Dividends from the capital dividend account represent the non-taxable one-half of 
capital gains realized at the corporate level. They should be included in the AMT 
base if the base includes the full amount of capital gains realized by individuals. In 
certain circumstances, this would penalize the payment of capital dividends by 
corporations prior to payment of taxable dividends because it would create 
potentially large additions to the AMT base without there being adequate regular 
tax to cover the AMT liability. Such effects are not peculiar to capital dividends, 
but arise from the structure of the AMT system which compares total regular tax 
liability with total AMT liability for any particular year. Thus, significant 
changes in tax liability can be achieved by timing the receipt of preference income 
in years when sufficient regular income tax is payable to offset the AMT liability. 
Of course, the converse is also true and taxpayers who are unable to control the 
timing of their receipt of preference income may find themselves with an AMT 
liability even though they paid significant amounts of regular income tax in 
respect of related income received in other years. 
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(c) Excess Interest Expenses 


Excess interest is the amount by which the interest expense incurred by a taxpayer 
in a year to earn investment income exceeds his investment income for the year. 
Several difficulties arise in determining the proper treatment of excess interest for 
AMT purposes. As noted earlier, the deductions for excess interest are significant 
in enabling high-income individuals to reduce their tax. This may lead one to the 
conclusion that this amount should be added back to the AMT base. The 
measurement of excess interest, however, is a difficult task. First, the dividing line 
between business income and investment income is not always clear. Where 
interest expenses are incurred to earn business income, they would always be fully 
deductible. If the excess interest on funds borrowed to earn investment income is 
added back to the AMT base, it may encourage individuals to attempt to 
characterize their income as business income to avoid this restriction. An example 
of such borderline cases would be mortgage interest for rental properties, which 
could be viewed as an investment loan or business loan depending upon the 
taxpayer’s circumstances. 


Second, inclusion of excess interest in the AMT could result in anomalous 
treatment of proprietorships, partnerships and small business corporations. Any 
loans taken by a proprietor or partner for business purposes would not be affected 
by this treatment. However, any loans taken by an owner-shareholder of the 
corporation in his own name for business purposes would be affected. It is often 
the case that small business shareholders borrow funds in their own name and then 
transfer the funds to the corporation in exchange for corporate shares. As the 
dividends on shares are characterized as investment income, the interest on loans 
to acquire those shares would no longer be fully deductible from the AMT base. 
This would clearly be contrary to the treatment accorded to loans taken by 
proprietors and partners. 


(d) Accelerated Depreciation Allowance 


The tax system allows investments in depreciable assets to be written off at rates 
which generally exceed economic depreciation rates. This allows taxpayers to 
reduce their net income from property or business for tax purposes. Often, the 
deduction of capital cost allowances (CCA) at accelerated rates results in the 
creation of losses which serve to reduce taxable income from other sources. To 
arrive at a proper measure of income for AMT purposes, it may thus be 
appropriate to add back a part of the CCA claims to the AMT base. However, 
given that accelerated CCA provides only a tax deferral advantage by changing 
the timing of the deduction, it would be inappropriate to prevent a taxpayer from 
claiming the disallowed CCA in another year. This, however, would require the 
maintenance of separate CCA accounts for the regular income tax system and for 
AMT purposes. Given the relatively small amount of depreciable assets held at the 
non-corporate level, this may introduce unnecessary administrative complexity if 
the AMT applies only to individuals. However, if an AMT were to be introduced 
at the corporate level as well, then the significance of this tax preference might 
justify the extra administrative costs of requiring the maintenance of such 
separate accounts. 


Even at the individual level, it may be appropriate to require CCA adjustments for 
certain classes of what may be considered as “tax shelter” investments which are 
used by high-income individuals to reduce their tax liability. These could include 
investments in rental real estate, films, drilling funds, and ships. 


In the case of rental real estate, there already exists a provision in the tax system 
which does not permit taxpayers to create or increase their losses from rental 
properties by the deduction of capital cost allowances. While this restriction does 
not apply to MURBs built prior to the 1981 change in legislation, the excess 
CCA on them would be relatively small and may not warrant any 

additional adjustment. 


One alternative to maintaining two sets of CCA accounts for other specified tax- 
shelter investments would be to add back to the AMT base all of the CCA (or 
Canadian exploration expense in the case of drilling funds) in excess of related 
income claimed in respect of these investments. The difficulty with this option is 
that it can potentially result in much more punitive taxation of such investment 
activities than under the method requiring two sets of CCA accounts. For 
example, if an individual were to dispose of the property in a later year, he would 
be required to add back to his income (under the recapture provision) the CCA 
deductions that he had previously claimed. While in this process he benefits from 
a deferral of tax on amounts previously deducted from income, this deferral 
advantage may be more than offset by the minimum tax to which he may be 
subjected when the CCA claimed is added back to the AMT base. This would be 
the case particularly when the deferral period is relatively short and the AMT rate 
is high. 


(e) RRSP, RPP, and DPSP Deductions 


Registered retirement savings plan (RRSP), registered pension plan (RPP) and 
deferred profit-sharing plan (DPSP) deductions might be added back into the 
AMT base. While this would not require any complex rules, it could also 
potentially result in punitive taxation, with AMT paid in the year the contribution 
is made to the plan and regular income tax paid when the pension is received. This 
problem would be exacerbated with the carry-over of unused contribution room, as 
provided in the reform proposals for tax assistance to retirement savings. These 
carry-over contributions could be large in any given year and their add-back to the 
AMT base could make the individual subject to the AMT. 


A distinction should be drawn between new contributions to these plans and those 
that simply represent lump sum transfers from one plan to another. It would 
clearly be inappropriate to include the latter in the AMT base in the year the 
transfer takes place. 


One other issue that arises in regard to these plans is the treatment of employer 
contributions. A uniform treatment of contributory and non-contributory pension 
plans would require that either both employer and employee contributions be 
added back to the AMT base or both be excluded. At present, employer 
contributions to defined benefit RPPs are not allocated to individual employees 
and it is thus not practicable to require their inclusion in the AMT base. 
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(f) Employee Fringe Benefits 


A number of fringe benefits from employment are not included in the income of 
employees. These include employer-provided private health plans, group life 
insurance plans, certain housing and travel benefits, subsidized meals and 
employee discounts on the sale of merchandise. Some of these are exempted 
legislatively as a matter of government policy, while others are exempted 
administratively because of difficulty in valuing the benefit. In the case of the 
latter, it would not be any easier to value them for purposes of an AMT and, 
accordingly, it would not be feasible to include them in the AMT base. Many of 
the items exempted legislatively are also difficult to value for each individual 
employee and may thus have to be excluded from the AMT base. Consideration 
could be given to including in the AMT base those items that can be valued with 
relative ease. 


(g) Forward-Averaged Income 


In computing the AMT base, some adjustment would be necessary in respect of 
forward-averaged amounts to take into account the special tax characteristics of 
this type of income. One method of integrating an AMT with the forward- 
averaging system would be to include forward-averaged amounts in the AMT base 
only in the year in which they are included in taxable income for the regular 
income tax. The AMT would be compared with regular tax before any addition or 
subtraction of forward-averaging tax or refunds. Under this system one would 
compare, in the year of averaging, the regular tax, excluding the special tax at the 
top marginal rate in respect of forward-averaged amounts, with the AMT 
computed on a base which is net of the forward-averaged amount. Similarly, in the 
year in which an election is made to bring back into taxable income the previously 
forward-averaged amount, this forward-averaged amount would be included in the 
AMT base. The AMT on this base would be compared with the regular tax before 
any refund of the forward-averaging tax on amounts included in taxable income. 


(h) Other Tax Credits: Overseas Employment Tax Credit, Political 
Contributions Credit, Scientific Research Tax Credit, Share-Purchase Tax 
Credit, Federal Tax Reduction, Investment Tax Credit and Child Tax Credit 


Whether any of the tax credits deductible under the regular tax system should be 
deductible from the AMT depends in part upon the same kind of policy judgment 
made in determining whether particular tax exemptions and deductions should be 
included in the AMT base. However, additional considerations apply in dealing 
with tax credits as opposed to deductions or exemptions from taxable income. 


A number of credits, such as the dividend tax credit, overseas employment tax 
credit, political contributions tax credit and the federal tax reduction cannot be 
carried over to other years and are not refundable. Therefore, to the extent they 
are not claimable in a year, they are lost. There would appear to be no need for 
special rules for those credits. To the extent that they reduce the taxpayer’s 
ordinary tax liability below the tax liability under the AMT, and therefore provide 
no benefit to the taxpayer, they are no different than deductions which have the 
same effect. 


In the case of some tax credits, such as the scientific research tax credit (SRTC) 
and share-purchase tax credit (SPTC), the legislation currently allows a one-year 
carry-back or a capital loss for those credits that are unused or unusable. Rules 
could be provided under the AMT to allow the carry-back of unused SRTCs or 
SPTCs to the extent that the deduction of an otherwise deductible SRTC or an 
SPTC is negated due to the imposition of the AMT in the current year. However, 
if it were thought appropriate for the AMT to take account of these credits, then 
the normal rules would simply apply, and taxpayers would be required to use these 
credits to reduce regular tax liability to zero before computing the amount to be 
carried over. 


The investment tax credit poses a special problem since under the Income Tax Act 
a deduction of such credits in a year can simply be forgone in favour of a carry- 
forward. If it were thought appropriate to take account of this potential reduction 
of regular tax liability in computing AMT, then taxpayers would have to be 
required to reduce their regular tax liability to zero by the use of such credits if 
AMT might be payable in the year. If the AMT were to be unaffected by the 
availability of this credit, then the normal rules under the regular income tax 
could continue to apply. 


The child tax credit, and a portion of investment tax credits (ITC) that cannot be 
deducted in the year they are earned, are refundable. To provide that the AMT is 
payable without any reduction due to a refundable credit, the amount of any 
refundable credit must be added to the AMT payable. The issue of whether any 
adjustment is required for redundant refunds arises again for the refundable part 
of the investment tax credit. For example, an individual may have claimed ITC to 
bring his or her regular tax down to the level of his or her AMT. A percentage of 
the unclaimed ITC earned in the year, however, would be refundable. Any refund 
would reduce the taxpayer’s ITC pool, adjust the capital cost of related 
depreciable property and would have been added to AMT payable for the year. 
While this result could be avoided by claiming less ITC, so that the regular tax 
payable for the year was not less than the AMT plus the amount of refundable 
ITC for the year, given the complicated nature of these adjustments there is 
potential for miscalculation by taxpayers and inappropriate results could arise 
when tax liability changes due to a subsequent assessment or reassessment. 


Consider, for example, a taxpayer who has tax otherwise payable for a year of 
$10,000 and who has $12,500 of investment tax credit which, if unused, will expire 
after the end of the year. In the absence of a minimum tax, he would deduct 
$10,000 of ITC to have zero tax payable, and the remaining $2,500 ITC would 
expire. (For the purposes of this example the effect of the ITC on the amount of 
capital cost allowance that may be deducted is ignored.) If, however, the taxpayer 
were subject to a minimum tax of $2,000, it would do the taxpayer no good to 
reduce his regular tax liability below $2,000: Accordingly, the taxpayer would be 
in a position where $4,500 of ITC would expire. A further difficulty arises where, 
without realizing the consequences, the taxpayer claims the full $10,000 of ITC 
against regular tax, notwithstanding the minimum tax. In such circumstances, and 
in the absence of provisions to accommodate this type of occurrence, the taxpayer 
might suffer a reduction in the cost base of the property that generated the ITC 
even though he received no benefit from $2,000 of the ITC. 
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(i) Foreign Tax Credit 


Under an AMT the foreign tax credit could be allowed to be deducted from the 
AMT payable. Several issues arise, however, as to what level of foreign tax credit 
should be allowed. Special formulas similar to those provided for the business and 
non-business foreign tax credit would be required. These would have to reflect the 
change in the tax base and rates under the AMT compared to regular tax. 
Complex rules could be needed to mesh the foreign tax carry-forward provisions 
for the two parallel systems of foreign tax credit provisions. Given that foreign tax 
credits are claimed infrequently at the individual level, it might be simplest to 
reduce the AMT by the actual amount of foreign tax credit allowed for the 
regular income tax. If the AMT were to be extended to the corporate sector, then 
this simple rule might no longer be acceptable and further refinements would be 
warranted. 


3. Period of Measurement 


26 


Income subject to regular tax liability is computed on an annual basis. To lessen 
the arbitrariness of this period of measurement, rules in the Income Tax Act 
provide for the carry-over of losses. 


An AMT could be designed to work on a strictly annual basis, on the same carry- 
over basis as the regular tax, or on a modified carry-over basis. Computing this tax 
on an annual basis would be much simpler, but this approach could operate very 
unfairly. For example, a taxpayer in an annual AMT system who had gross 
investment income of $100,000 and preference deductions of $100,000 would pay 
$10,000 AMT if the tax rate were 10 per cent, assuming no basic exemption. If in 
the following year the same taxpayer had a $100,000 non-capital loss, then 
without a carry-back for purposes of the AMT he would have no recovery of his 
AMT tax liability of $10,000 and yet, in net terms, he would have had no income 
from his transactions over the two years. 


Applying the same carry-over rules to the AMT as the regular income tax would 
alleviate the unfairness of the annual assessment period. However, this could 
provide opportunities for tax avoidance. A taxpayer might deliberately defer 
realizing a preference deduction in order to create a tax loss under the regular tax 
system which could be carried back or forward to a year in which AMT was 
payable. Since the deductions that created the losses which are carried over could 
not be identified as preference items, no adjustment to the AMT base would be 
made other than allowing a full deduction for the loss. In this way, preference 
items realized in another tax year could be used to bring the AMT base in a year 
below the annually exempt amount. Consequently, special carry-over provisions 
would be required for the AMT so that the character of loss carry-overs could be 
identified. If the loss carry-over under regular income tax was due to a preference 
deduction, it would no longer be deductible from the AMT base in any year. 


The introduction of a comprehensive AMT carry-over system would greatly 
increase the number of taxpayers who would have to do the AMT calculation 
every year. Even in a year where no AMT is payable, a taxpayer might have to 
compute his losses without taking account of preference deductions in order to 
document any AMT carry-overs that might be beneficial in past or future years. 
Furthermore, the carry-back of an AMT base loss could result in the AMT falling 
below the regular tax for the year. In this event, complex rules would also be 
required to determine what elections might be made in terms of further reducing 
regular tax through the increased use of discretionary deductions or tax credits in 
that previous year. For example, consider a taxpayer who has regular taxable 
income of $5,000, an AMT base of $100,000 and, as a result, faces an AMT 
liability in the year. If, in the subsequent year, he had a regular loss of $100,000 of 
which $60,000 was an operating loss and $40,000 arose from a preference 
deduction, then his AMT base loss would be $60,000. This $60,000, not the full 
$100,000 regular loss, would be allowed to be carried back against the AMT base 
for the previous year. As a result of this carry-back, the AMT base for the 
previous year would be reduced to $40,000. If the AMT exemption were $50,000, 
no AMT would be payable in the previous year and the taxpayer would revert to 
the regular provisions. The taxpayer could, in such circumstances, elect to carry 
back part of his regular loss from the subsequent year to offset the $5,000 regular 
taxable income he had in the previous year. 


4. Units of Tax 


Under the Income Tax Act, tax is levied on the income of individuals, trusts and 
corporations. Partnerships are not separate taxpaying units under the Act. 
Instead, although partnership income is computed at the partnership level, it is 
allocated for tax purposes to the individual partners. 


An AMT would obviously apply to individuals, but its application, or the way in 
which it should apply, to the three types of taxpayers recognized in the Income 
Tax Act is not obvious. 


Because partnership income is not taxed at the partnership level but is allocated 
for tax purposes to the partners, the characteristics of any source of partnership 
income or loss (as well as certain specific deductions) would have to be identified 
and allocated among the partners for inclusion in or deduction from their AMT 
base. For example, if certain otherwise allowable deductions such as investment 
interest expense in excess of investment income or incentive CCA rates were to be 
part of the AMT base, then the calculation of these amounts would have to be 
made at the partnership level and allocated among partners for computation of 
their individual AMT liabilities. In such cases, there could be pressure to divert 
the allocation of preference amounts to those partners not subject to the AMT. 
This, of course, would be contrary to the policy underlying the AMT and, 
therefore, special anti-avoidance rules would be necessary for allocations of 
preference amounts by partnerships. 
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It would also be necessary under an AMT to trace the source of any income 
allocated by a trust to its beneficiaries. To the extent that the income source has 
associated with it preference items subject to AMT, adjustments to the 
beneficiary’s AMT base would be required. As well, to prevent avoidance of the 
tax, the trust itself should be subject to the AMT in respect of undistributed 
income. 


Perhaps the most difficult question relating to the appropriate units to be subject 
to an AMT is whether it should apply to corporations. 


One justification for a corporate AMT might be that some corporations are 
unfairly escaping a reasonable tax liability. While this is outside the personal- 
income-tax focus of this paper, it is important to note in passing that a number of 
special considerations arise in this area. For one thing, to ensure that profitable 
corporations pay a minimum amount of tax might require a broader AMT base 
than would otherwise apply to individuals, since there are a number of special tax 
provisions that are used primarily by corporations. Two of the most important of 
these are accelerated depreciation and Canadian exploration expense (CEE). In 
addition, the small business credit and the credit for manufacturing and 
processing profits apply only to corporations. A corporate AMT would also raise 
questions about how the tax should be computed in a group of related 
corporations. For example, it may not be desirable to impose an AMT liability on 
one member of a corporate group if other members have substantial regular 
income tax liabilities in the same year. 


Another important consideration is that a broad-based corporate AMT would 
likely bear most heavily on expanding firms and industries that have high levels of 
investment and research and development expenditures. In 1981, firms which 
showed profits on their financial statements but had no income tax payable were 
responsible for 38 per cent of gross investment expenditures and 40 per cent of 
research and development expenditures. 


A more limited form of corporate AMT or other anti-avoidance measures might 
be justified to prevent individuals from avoiding the AMT by transferring 
preference income, deductions or tax credits to a private corporation. A large 
number of the deductions and tax credits included in the personal AMT base 
could be transferred to a corporation by changing the source of the expenditure or 
the ownership of the assets involved. These include charitable donation deductions, 
negative rental income arising from CCA on MURBs, CCA from films, CEE 
from drilling funds, interest expense in excess of investment income, investment 
tax credits, and scientific research tax credits. The effectiveness of such 
manoeuvres is limited somewhat since it is necessary to have corporate tax payable 
in order to utilize the deductions and tax credits. 


The government is also releasing a paper, “The Corporate Income Tax System: A 
Direction for Change’’. This paper discusses possible ways of restructuring tax 
incentives that would result in spreading the tax burden more evenly across 
corporations. It would be premature to come to a decision on the appropriateness 
of applying an AMT, or some other form of minimum tax, to corporations before 
concluding the review of possible changes to the corporate income tax identified in 
the paper. 


C. Aspects of Implementing an Alternative Minimum Tax 
1. Administrative and Compliance Issues 


The adoption of an alternative minimum tax would increase the cost of complying 
with tax legislation for some taxpayers, and would increase Revenue Canada’s 
administrative costs. 


An AMT would place new obligations on taxpayers to keep track of specific 
income and expense items not only for determining the current year’s AMT 
liability, but also — even though no AMT might be payable in the year — for 
calculating any carry-overs to other years. Also, because of its complexity, an 
AMT would increase the demand for professional tax assistance. 


Since the AMT would operate as a separate tax it would increase the volume of 
data that must be retained by Revenue Canada. All the carry-over amounts and 
previously filed AMT data would have to be kept on record. As well, Revenue 
Canada auditors would have to verify the accuracy of the new tax data. This 
might be particularly costly given the nature of certain preference items, such as 
restricted interest expense, which require a distinction between business and 
investment activities and tracing of loans to individual assets or activities. 


As mentioned above in the discussion of the carry-overs of losses, situations would 
arise where, as a result of a carry-back that reduced the AMT base for a year, the 
AMT would fall below regular tax. In such circumstances, it might be appropriate 
to allow the taxpayer to reopen his regular income tax return for the year to claim 
additional discretionary deductions from income or from tax payable. This, of 
course, could change the calculations of income in subsequent years with the result 
that several years of tax returns would have to be reassessed. 


2. Federal-Provincial Issues 


An AMT could have significant implications for provincial income tax systems 
and tax revenues as well as for revenues from certain federal transfer programs. 
Only the structural income tax issues are briefly mentioned here. All these issues 
would require discussions with the provinces. 


Nine of the 10 provinces and the two territories have entered into tax collection 
agreements with the federal government. Quebec collects its own personal income 
taxes. Under the agreements, the federal government collects for the provinces 
personal income taxes expressed as a percentage of basic federal tax. This feature 
has an important impact on the design of an AMT and especially on the tax rate 
chosen for the AMT. 


As discussed above, an AMT requires an additional tax to be payable when the 
AMT exceeds regular income tax. One issue in terms of harmonizing federal and 
provincial income taxes is whether this comparison would be made at the federal 
level exclusively, or made using a combined federal-provincial AMT and the total 
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federal and provincial regular tax payable. The AMT rate would obviously be 
different under an exclusive federal AMT than a joint federal-provincial AMT 
because the top federal marginal tax rate is 34 per cent, while the top combined 
federal-provincial tax rates vary from 49 to 54 per cent for the provinces and 
territories that are members of the tax collection agreement. In Quebec, the 
maximum combined federal plus provincial marginal tax rate is about 60 per cent. 


If the provinces were to participate in the AMT, it would be possible to design a 
structure where each province could specify an AMT rate as a percentage of 
federal AMT. The provincial AMT could be made a simple gross-up of the added 
tax payable under the federal AMT by the provincial regular income tax rate or, 
alternatively, the added tax payable under the provincial AMT could be assessed 
by comparing the provincial AMT with the regular provincial taxes payable after 
surtaxes and credits. The latter would require that each province examine the 
desirability of allowing the various provincial credits to reduce provincial AMT. 


A number of other important issues would have to be addressed. For exaniple, an 
abatement for residents of Quebec would have to be considered in calculating the 
federal AMT payable by them to ensure that they would not be adversely affected 
by the AMT relative to other Canadians. 


D. Tax Revenue Effects and the Distribution of the Burden of an 
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Alternative Minimum Tax 


This section compares the effects on taxes paid of several illustrative AMT design 
options. The options have been constructed by varying the income base, the 
exemption level and the tax rate. 


The effects of varying the income base are illustrated by considering three options: 
two narrow bases and one broad base as shown in Table 8. Narrow base “A”’ 
includes mainly the preference items often referred to as shelters, while narrow 
base “B” involves the additional inclusion of most of the key tax preferences 
related to the taxation of investment income. In addition, the personal exemptions 
are replaced by the basic AMT exemption. The broad base includes all income 
exclusions, exemptions, deductions and credits that are recognized on a T1 return. 
For each of these three tax bases, different AMT options are constructed by 
considering exemption levels of $25,000 and $50,000 and tax rates of 10 per cent 
and 17 per cent. 


The revenue and distributional effects of these various AMT structures have been 
simulated using information for the 1982 taxation year. All values are expressed in 
1982 dollars. 


These estimates assume no change in taxpayer behaviour in response to the 
introduction of an AMT. However, it is expected that some taxpayers would 
reorganize their affairs by changing the timing or amount of certain income and 


Table 8 


Three Illustrative Tax Bases for an AMT 


Items subject to the AMT 


Narrow Narrow Broad 
base “A” base “B” base 


Items in determination of net income 


Negative portion of rental income arising 
from CCA on MURBs 

Drilling fund investment deduction (CEE) 

Film investment deduction (CCA) 

Excluded half of capital gains 

Dividends (without gross-up and tax credit) 

Interest expenses in excess of investment 
income 

Employee stock option benefits 

$500 scholarship income exclusion 

RRSP and RPP deductions 

RHOSP deductions 

Moving expense deductions 

CPP and UIC contribution deductions 

Child care expense deduction 

Allowable business investment loss 
deductions for Canadian-controlled 
private corporations 

Tuition fee deduction 

Union and professional dues deduction 
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Other exemptions and deductions 


Personal exemptions (basic, married, 
aged, children) xX X 
Disability deductions 
Medical expense deduction 
Charitable contribution deduction 
Gifts to the Crown deduction 
$1,000 investment income deduction 
$1,000 pension income deduction 
Education deduction 
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Disallowed credits 


Political contribution tax credit 
Dividend tax credit 

Overseas employment tax credit 
Investment tax credit 

Child tax credit 

Scientific research tax credit’ 
Share-purchase tax credit‘ 
Federal tax reduction 
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4) These items do not affect the simulations presented below as they were not available in 1982. 

‘X’ Indicates that the preference item is not allowed under the AMT calculation, i.e., deductions 
claimed are added back in the AMT base, while credits are disallowed. 
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deduction items to avoid paying AMT. This would clearly reduce the estimated 
revenue gains and the number of filers that could be affected. 


The estimates also do not take account of tax changes introduced since 1982. Nor 
do they take into account changes in the losses that would be carried over or 
changes in the allowable foreign tax credit under an AMT structure. These would 
have uncertain effects on tax revenue estimates. 


Tables 9 and 10 show the number of filers affected and the federal tax revenue 
gains that would have arisen from an AMT being imposed in 1982, assuming 
various AMT bases, exemption levels and tax rates. The “affected filers” shown 
here are those who would have had to pay increased taxes. They do not include the 
additional filers who would have been required to compute their AMT liabilities to 
check if their AMT exceeded their regular tax liability. 


Depending on the option, the number of tax filers affected by an AMT is seen to 
vary widely from 1,900 (narrow base “A”, high exemption, low tax rate) to 
100,100 (broad base, low exemption, high tax rate). For comparison, recall that 
the number of non-taxable, high-income (over $50,000) filers was about 4,000 in 
1982 and that a further 27,000 high-income filers had average federal tax rates 
below 10 per cent. The choice of an exemption level has the biggest effect on the 
number of filers affected by an AMT. The number with AMT liabilities when the 
exemption is $25,000 ranges from 6 to 16 times the number when the exemption is 
$50,000. The selection of an income base could also have a significant impact on 
the number of filers affected. Over five times more filers pay under the broad- 
based AMT than under the narrow base “A”. A broad-based AMT would also 
increase the number of tax filers who must fill out an AMT form to determine 


Table 9 


Filers Affected as a Result of Various AMT Structures in 1982 


Exemption level 


$25,000 $50,000 
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(number of filers) 


Narrow base “A” 


Tax rate 10"per cent 12,400 1,900 

Tax rate 17 per cent 15,800 2,200 
Narrow base “B” 

Tax rate 10 per cent 37,800 3,800 

Vaxerate sl? per cent 60,100 4,900 
Broad base 

Tax rate 10 per cent 61,200 5,700 

Tax rate l/ percent 100,100 7,100 


Table 10 


Increase in Federal Tax Revenues as a Result of 
Various AMT Structures in 1982 


Exemption level 
$25,000 $50,000 


(millions of dollars) 


Narrow base “A” 


Tax rate 10 per cent 18 4 

Taxgrate sl 7 percent 37 10 
Narrow base “B” 

Tax rate 10 per cent 49 15 

Tax rate 17 per cent 120 35 
Broad base 

ibax-rate: 10 per. cent 76 22 

Taxvate li] per cent 192 54 


whether or not the AMT applies to them. The choice of tax rate has less impact on 
the numbers affected than the choice of the base or exemption level. With a 
$25,000 exemption, from 30 to 60 per cent more filers would pay tax under a 
17-per-cent AMT than under a 10-per-cent AMT, while with a $50,000 
exemption from 15 to 30 per cent more filers would pay added tax. 


The federal revenue gains under these AMT options would range from $4 million 
to $192 million or from 0.06 per cent to 0.76 per cent of federal income tax 
revenues in 1982. The factors that have the most impact in determining the 
revenue yield are the exemption level and the rate level. Choosing the 17-per-cent 
rate over the 10-per-cent rate would result in more than a doubling of AMT 
revenues under each of the three base options, while the reduction in the 
exemption level from $50,000 to $25,000 would more than triple revenue gains. 


Table 11 presents the number of filers affected by income range for a broad-based 
AMT with various exemptions and tax rates in 1982. Under the $25,000 
exemption level, Table 11 shows that if the rate were 10 per cent, 83 per cent of 
the filers affected by the AMT would have had incomes under $50,000. If the rate 
were 17 per cent, 67 per cent of the affected filers would have had incomes under 
$50,000. With a $25,000 exemption and at tax rates of 10 and 17 per cent, only 
2.6 and 5.6 per cent, respectively, of all those paying AMT would have had 
incomes in excess of $100,000. With an exemption level of $50,000 and at tax 
rates of 10 and 17 per cent, no one with an income below $50,000 would have been 
affected, but 23.4 and 31.3 per cent, respectively, of those paying AMT would 
have had incomes over $100,000. It might also be noted that the number of filers 
affected under a broad-based AMT with an exemption level of $25,000 is very 
sensitive to the rate level, especially in the $75,000 to $200,000 income range. 
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Table 11 


Number of Filers Affected Across Income Groups in 1982 by a 
Broad-based AMT Assuming Different Exemptions and Tax Rates 
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$25,000 exemption $50,000 exemption 


Income group All filers 10% rate 17% rate 10% rate 17% rate 
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($ thousands) 


Under 20 10372471 0 0 0 0 
20 = 40 4,019,122 39,609 46,711 0 0 

40:= 50 470,849 11,076 202717 0 0 

50 - 75 282,704 Teas 21,746 Su 3,402 

75 — 100 66,765 1,590 5,319 1,164 1,466 

100 — 200 46,447 920 4,305 THE 1,183 
200 and over 12,505 648 1342 556 1,038 
Total 15,220,863 61,178 100,140 5,670 7,089 
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The implementation of an AMT in Canada would reduce significantly the number 
of non-taxable, high-income filers but would not totally eliminate them. Certain 
measures, such as the deductibility of business and capital losses carried over from 
other years, both for regular tax and the AMT computations, would reduce both 
taxes. Similarly, block averaging for farmers and fishermen and the foreign tax 
credit could preserve the non-taxability of certain filers. For example, out of the 
408,421 filers earning more than $50,000 in 1982, approximately 942 would 
remain non-taxable after imposing an AMT with a narrow base “B’’, a $25,000 
exemption and a 10-per-cent rate. Similarly, even with a broad-based AMT, 320 
filers would remain non-taxable. 


III. The Design and Implementation of an Add-on 
Minimum Tax 


A. Introduction 


In Part II above, it was assumed that the minimum tax would be in the form of an 
alternative minimum tax (AMT). However, such a tax might also be designed as 
an add-on tax, or as a limit on tax preferences. This part of the paper examines the 
add-on minimum tax structure. Since many of the basic components of a 
minimum tax are essentially the same regardless of its form, discussion of the add- 
on minimum tax approach will focus on the manner in which it differs from an 
AMT. 


B. Design of an Add-on Minimum Tax 


An add-on minimum tax essentially acts as an “excise” tax on the excessive use of 
a specified list of preference items. The base of such a tax would be the total of 
this specified list of deductions and exclusions from taxable income plus the 
deduction equivalents of certain tax credits. Where this total exceeded some 
exemption level, a flat-rate tax would be applied to the excess amount. The 
resulting tax liability would be added on to the individual’s regular income tax 
liability in the year. 


1. Rates of Tax and Exemption Level 


The add-on tax rate would be lower than the AMT rate since the liability imposed 
by the tax is an addition rather than an alternative to the taxpayer’s regular 
income tax liability. A second reason for a low rate is that many of the preference 
items that would be subject to such a tax provide deferrals and not exemptions of 
tax liability. Hence, even low rates of add-on tax, say in the range of 5 to 10 per 
cent, would remove any deferral advantage except where the regular tax could be 
deferred for extended periods. 


An add-on tax would have a basic exemption that would limit the number of filers 
affected to those with large amounts of preference deductions. Accordingly, if set 
sufficiently high, the exemption can target the tax in a rough way at high-income 
individuals. 
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The exemption could be set as a fixed amount, or as the greater of a fixed amount 
and the individual’s regular income tax liability. Using the regular tax liability as 
a minimum threshold level for add-on tax liability serves to prevent individuals 
from paying the add-on tax if the amounts of their preference items form only a 
small portion of their incomes. In other words, if an individual’s assessed income is 
high in relation to his tax-sheltered income, then his regular tax liability would 
normally exceed the amount of add-on tax payable and hence exempt him from 
the add-on tax. Use of the regular tax liability as an exemption threshold, 
however, also lowers the tax benefit gained from additional use of a preference 
item for some individuals. The additional use of a preference deduction for these 
individuals would both lower the exemption threshold and increase the amount 
subject to the add-on minimum tax. 


2. Tax Base 
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The add-on tax is not designed to ensure that a more comprehensive measure of 
income is subject to some minimum amount of tax, as is the case with the AMT. 
Rather, it is applied to a tax base that is comprised of a list of tax preference 
items. The tax could be targeted specifically at those preference items that play a 
large role in reducing the tax liabilities of high-income earners, in which case the 
base could be quite narrowly drawn. 


A number of factors need to be considered in defining the base of an add-on 
minimum tax. First, the inclusion of certain tax preference items, such as capital 
gains or dividends, in the base could result in those items being effectively taxed at 
higher marginal tax rates than the maximum provided in the regular tax system. 
The proper treatment of capital gains income is particularly important in this 
regard. In 1978, in the United States, capital gains were removed from the add-on 
minimum tax at the personal level for this reason and a special alternative 
minimum tax was introduced. 


The inclusion of one-half of the dividend tax credit in the add-on tax base, as 
discussed below, would have the effect of raising the marginal tax rate on 
dividends by one-half the rate of the add-on tax. Hence, the maximum federal 
marginal tax rate on dividends from Canadian corporations could exceed 17 per 
cent, the maximum payable under the regular income tax. If the regular income 
tax liability were used as an exemption threshold, then the added impact on the 
marginal tax rate is uncertain — it decreases the marginal tax rate if an individual 
is in a high regular marginal tax bracket, but increases it at low regular marginal 
tax rates. 


A second consideration in defining the base of an add-on minimum tax is that the 
inclusion of tax deferral items may give rise to punitive taxation on these items. 
Consider an investor in the 50-per-cent tax bracket who invests in a certified film 
production and is able to shelter $100 of current income from tax by deducting the 
allowable excess depreciation. He would have deferred paying tax of $50 for that 
year, but a 10-per-cent add-on tax would reduce the tax deferral to $40. If in the 
next year, he sold the investment and had to recapture the $100 of excess 


depreciation claimed in the prior year, he would have to pay $50 extra tax in that 
year assuming he was still in the top bracket. Consequently, a $10 tax cost would 
have been effectively imposed on the investment in the film. This result might not 
be as punitive as it first seems because of the one-year deferral on the $40 of tax 
payable. However, whether the value of this deferral was greater or lower than the 
add-on tax liability would be pure happenstance. If the add-on tax were set at a 
very low rate, the effects of punitive taxation would be minimized. 


One solution to the deferral problem would be to impose the minimum tax on 
deferral preference items and then make allowances for short holding periods by 
providing a tax credit. The only other solution would appear to be to apply the 
add-on minimum tax only to outright tax exemptions and to deal with tax deferral 
preferences in other ways. 


A third factor in defining the base for an add-on minimum tax is the requirement 
to convert tax credits included in the base into equivalent deduction amounts so 
that the base is uniform. 


With respect to the dividend tax credit, two structural problems arise in 
computing its deduction equivalent. The first problem is the correct effective 
marginal tax rate to use in converting the credit into a deduction. For example, for 
an individual in the 50-per-cent tax bracket, a tax credit of $5 would be equivalent 
to a deduction from income of $10, and for an individual in the 25-per-cent tax 
bracket, the same credit would be equivalent to a deduction of $20. This difficult 
calculation can be avoided by assuming all individuals face the top federal 
marginal tax rate. This is a simple rule that results in the deduction equivalent 
being understated for all individuals except those actually in the top marginal tax 
rate bracket. 


The second problem is that a correction is required to recognize the added regular 
taxes payable on the grossed-up amount of the dividends. Again, a correction 
which avoids discrimination is to calculate the deduction equivalent of the 
dividend tax credit on the basis of one-half of the dividend tax credit claimed. This 
is based on the calculation that for an individual in the top tax bracket, the 
additional tax on dividend income in the absence of the dividend-gross-up-tax- 
credit mechanism would have been equal to one-half of the dividend tax credit.” 


The inclusion of the dividend tax credit as a preference credit may be questionable 
on the grounds that the dividend tax credit system plays an important role in 
integrating the personal and corporate income taxes, particularly for small private 
corporations. To apply the add-on tax to it would run counter to this integration 
concept. 


() For an individual in the 50-per-cent tax bracket, the current tax on $100 of dividend income is 
$25, net of the dividend tax credit of $50. The additional tax without the gross-up and credit 
would be $25 which is one-half of the $50 dividend tax credit. 
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The possible inclusion in the add-on tax base of the investment tax credit CITC), 
the scientific research tax credit (SRTC) and the share-purchase tax credit 
(SPTC) from which an individual benefits in a year would also require their 
conversion into equivalent amounts of deduction from taxable income. To the 
extent that an individual benefits in the year from being able to carry back tax 
credits that are otherwise unusable in the year, or receives a refund of ITC, these 
amounts of credit could be included in the add-on tax base. As with the dividend 
tax credit, an effective marginal tax rate is required to convert these credits into 
deduction equivalent amounts. The same solution of using the top federal 
marginal tax rate (34 per cent) could be used. The result would be that the value 
of an added dollar of these tax credits that is subject to add-on taxes would be 
decreased by about three times the add-on tax rate. Consideration would have to 
be given to decreasing, by the add-on tax payable, the amount of the reduction in 
the adjusted cost base of property as a result of these tax credits claimed. The |g 
also raises some additional carry-over issues, while both the ITC and SPTC, being 
federal credits, raise special federal-provincial issues. These are addressed below. 


3. Period of Measurement 


As mentioned above, the add-on tax is generally conceived of as an annual 
“excise” tax on the excessive use of selected preference items. Two carry-over 
issues, however, should be mentioned. The first arises from the fact that an 
individual could be subject to the add-on minimum tax in a year in which a net 
loss is suffered. For example, an individual could suffer a net business loss, but be 
subject to the add-on tax due to excess CCA claims. One solution might be to 
allow the carry-over of add-on tax liability in situations where an individual has an 
unused operating loss. This would require the add-on tax base to be reduced by the 
amount of any unused operating loss and then this amount to be carried over. In 
the carry-over year in which this loss is claimed, it would be included in the add-on 
tax base for that year. 


The second issue is that CCA and ITC do not have to be claimed in a year. CCA 
can be “banked” and carried forward indefinitely. ITC can be carried forward for 
seven years. An individual could, therefore, spread out his preference items to 
avoid paying add-on tax in a year. This would only benefit an individual if the 
deferral of the tax benefit is short. Failure to use a preference item in a year may 
also result in an individual forgoing the carrying back of a loss or a credit. An 
individual can carry back ITC three years, but only after claiming the maximum 
credit possible against current tax. Accordingly, to capture the benefits of this 
carry-back provision, an individual may have to incur an add-on tax liability. 


4. Units of Tax 
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As with the AMT, tracing rules would be required so that any preference items 
used in a trust or partnership are allocated appropriately to the trust beneficiaries 
or partnership members for inclusion in the add-on tax bases of these members. In 
the case of a trust, where income is not allocated but retained in the trust in a 


year, the trust would also have to be subject to the add-on tax for equity reasons as 
well as to prevent trusts from becoming an add-on tax avoidance vehicle. 


As with the AMT, a corporate add-on minimum tax may be considered necessary 
either because it is felt that this tax should be paid by corporations unfairly 
escaping a reasonable tax burden or because it is required to complement an add- 
on minimum tax on individuals to prevent avoidance of this tax by shifting 
preference items to the corporate level. The same considerations as discussed 
under the AMT would be pertinent, though an add-on tax arguably raises fewer 
problems in applying to corporate groups than does an AMT. If the only purpose 
is to discourage avoidance of the minimum tax at the individual level, then the 
add-on tax should be applied to the same incentive deductions or credits available 
at the corporate level as are included in the add-on base at the personal level. The 
United States has maintained an add-on tax at the corporate level since 1969. 


C. Aspects of Implementing an Add-on Minimum Tax 


1. Administrative and Compliance Issues 


An add-on minimum tax targeted at a limited list of preference items would 
involve lower administrative and compliance costs than an AMT. It would be 
somewhat easier to identify the individuals required to pay the minimum tax, the 
amount of additional taxes payable would be more certain, and, if only limited 
carry-over provisions are included, less record keeping would be required. 


2. Federal-Provincial Issues 


While the add-on minimum tax is presented above as a federal tax, consideration 
would have to be given as to how the provinces and territories with tax collection 
agreements could participate in an add-on minimum tax. A number of approaches 
could be followed. For example, the federal add-on tax liability could be included 
in basic federal tax, which would result in the provinces receiving their share of 
the tax based on their normal tax rates plus surtaxes and other provincial 
adjustments. Alternatively, the provincial add-on tax liability could be calculated 
separately by applying the provincial tax rates or some uniform rate to the federal 
add-on tax liability. 


If the provinces are included in an add-on minimum tax system, then concerns also 
arise with the choice of tax base and exemption level. Some of the tax credits 
mentioned above for possible inclusion in the add-on tax base (the investment and 
share-purchase tax credits) are only federal credits and are not cost-shared with 
the provinces. If these are included in the base, then adjustments may be 
appropriate to reduce the add-on tax liability that would form the base of the 
provincial add-on tax. 
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If the regular income tax liability of an individual were used as an exemption 
threshold for the add-on tax base, then the question arises as to whether this 
should be the combined federal-provincial income tax liability or only the federal 
liability. The use of the combined liability creates problems for Quebec residents. 
These issues would have to be the subject of discussions with the provinces. 


D. Tax Revenue Effects and the Distribution of the Burden of an 


40 


Add-on Minimum Tax 


The revenue effects and income distribution of filers affected by a variety of 
possible add-on minimum taxes are presented for illustrative purposes. Two 
possible bases for an add-on minimum tax are presented in Table 12. Bases “D” 
and ‘“‘E” are similar to the narrow bases “A” and “B” in the AMT illustration. 
Three exemption levels are used: $20,000, $30,000 and the greater of $20,000 or 
the regular federal income tax liability.” Only one add-on tax rate of 5 per cent is 
used in the illustration. Higher or lower tax rates increase or decrease the tax 
revenues proportionately, but do not change the number of filers affected, 
assuming there are no behavioural responses by taxpayers. 


(©) Federal income tax liability is before foreign tax credits, but after the Quebec abatement. 


Table l2 


Two Illustrative Add-on Minimum Tax Bases 


ee Oe 


Items subject to add-on 
minimum tax 


Base “D” Base “E” 


LE SS eS SS ee 


Items in determination of net income 


Interest expenses in excess of 

investment income 
Excluded half of capital gains X 
Negative portion of rental income arising 


from CCA on MURBs x x 
Drilling fund investment deduction (CEE) xX xX 
Film deduction (CCA) xX xX 
Deduction equivalents of credits 
Dividend tax credit Xx 
Investment tax credit xX x 
Scientific research tax credit‘? xX 4 
Share-purchase tax credit’) 4 xX 


ee 


() These items do not affect simulation results presented below because they were not available in 1982. 


Tables 13 and 14 show the number of filers that would have been affected and the 
federal revenues that would have been raised if these various add-on minimum tax 
options had been implemented in 1982. 


A relatively small number of filers, between 2,000 and 5,000, would have been 
affected in the case of base “‘D”’. The number of filers affected would have grown 
more than tenfold with the base expansion to “E’”’. For example, with a $20,000 
exemption, the number affected increases from 5,000 to 52,000. Base “E” has 
three tax preferences that are not included in base “D”’: the tax-exempt one-half of 
capital gains, excess interest expenses and the deduction equivalent of the dividend 
tax credit. 


As illustrated in Table 14, the federal revenues from a 5-per-cent add-on tax on 
base “‘D” would have been very modest at $5 million to $6 million in 1982. If the 
broader base “E” had been used, the revenues would have been over 10 times 
larger, in the $53 million to $71 million range. Clearly a higher tax rate would 
raise higher revenues: a 10-per-cent tax would nearly double the revenues 
depending upon the strength of any behavioural responses to the tax increase. 


Table 13 


Number of Filers Affected by Various Add-on 
Minimum Tax Structures in 1982 


Exemption level 


Greater of $20,000 
$20,000 or federal tax $30,000 


(number of filers) 


Base ~D” 5,000 4,000 2,000 
Base “E” 52,000 47,000 25,000 
ls rt ea ee ee ee 2 ee ee. 
Table 14 


Federal Tax Revenues Collected by Various Add-on 
Minimum Tax Structures in 1982, Assuming an Add-on 
Tax Rate of 5 Per Cent 


Exemption level 


— Greater of $20,000 
$20,000 or federal tax $30,000 


woos at! Caos WB as ED ot lly CAE INE ae ee re ete bees SaaS Ne nr >. Spee 
($ millions) 


Base D” 6 5 5 
Base “E” 71 54 53 


eee ee ee ——— 
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Table 15 gives the distribution across income groups of the number of filers who 
would have been affected by the various add-on minimum tax structures in 1982. 
Individuals in all income ranges are affected by the tax. This arises from the lack 
of direct income testing in the add-on minimum tax structure. However, the 
proportion of individuals affected is larger in the higher income brackets. For 
example, for the case of base “D” with a $20,000 exemption, only 0.01 per cent of 
filers with incomes below $50,000 would have paid added taxes, while 1.0 per cent 
of filers above $50,000 in income would have been affected. 


Table 15 also shows the impact of using the regular federal income tax liability as 
an exemption threshold on the number of filers affected across income groups. 
This option would reduce the number of filers affected but only at income levels 
above $75,000. 


A final perspective on the effect of an add-on minimum tax is provided by the 
number of filers with incomes over $50,000 who would have remained non-taxable 
despite the add-on minimum tax. With tax base “D” and a $20,000 exemption, 
2,700 high-income filers would have remained non-taxable in 1982, while with tax 
base “E” and a $20,000 exemption, 1,600 high-income filers would still have been 
non-taxable. 


Table 15 


Number of Filers Affected Across Income Groups in 1982 
by Various Add-on Tax Structures (Add-on Tax Rate, 5 Per Cent) 


ee 


Base “D” Base “E” 
Exemption, Exemption, 
$20,000 or $20,000 or 

Income Exemption federal Exemption federal 
group All filers $20,000 tax‘) $20,000 tax) 

($ thousands) 

Under 20 10,322,471 109 109 338 338 
20- 40 4,019,122 678 678 2,589 2,589 
40- 50 470,849 270 270 4,001 4,001 
50 - 75 282,704 1,442 1,442 15,078 15,078 
75 — 100 66,765 904 859 9,305 9,305 

100 — 200 46,447 881 608 14,230 11,967 

200 and over L255 820 388 6,439 4,012 

Total 15,220,863 5,104 4,354 52.020 47,330 


‘) Exemption is the greater of $20,000 or federal tax. 


IV. The Design and Implementation of a Limit on Tax 
Preferences 


A. Introduction 


The limit on tax preference (LTP) approach is similar to the AMT and add-on 
minimum tax in that it attempts to limit the tax advantage from a selected 
combination of tax preference items. It differs from these approaches in that, 
rather than setting up separate tax bases alongside the regular income tax, the 
LTP approach restricts the amount of preference items that can be used in a year 
for regular tax purposes. Instead of a special tax rate being applied to excess tax 
preferences, the LTP approach uses the regular income tax system so that the 
taxpayer effectively pays tax on the excess preferences at his regular marginal tax 
rate. Any excess amounts of preference items which are no longer usable in the 
year could be carried forward into subsequent years. This is analogous to the 
present treatment of capital cost allowances (CCA) for rental property that 
cannot be used to generate a loss in a year. The unusable or excess CCA is carried 
forward. Other items subject to limitations in the current income tax system 
include the allowable charitable donations (20 per cent of income), RRSP 
contributions (20 per cent of earned income), and the child care expense deduction 
(two-thirds of earned income). The LTP provides an additional overall limitation 
on the use of specified preference items in a given year. 


B. Design of a Limit on Tax Preferences 


Under an LTP approach, the total amount of a set of preference items that can be 
deducted in computing taxable income is restricted to some portion, say one-half, 
of total income calculated before the deduction of specified preference items. This 
ensures that at least half of this adjusted amount of total income is subject to tax. 
Alternatively, the allowable amount of preference deductions could be set as the 
greater of either a fixed amount (say $25,000) or one-half of total income. This 
would relieve most lower-income individuals from the limitation on tax 
preferences claimed. Income tax liability is calculated by applying the regular tax 
rates to taxable income, which is arrived at by subtracting allowable deductions 
and exemptions from total income. Any excess amounts of preference items that 
are disallowed in a year would be carried forward. A special carry-forward 
mechanism would be provided, since not all preference items have carry-over 
provisions. 
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Rates of Tax and Exemption Level 


The LTP would not require a separate rate structure since excess preference 
amounts are simply disallowed in computing the individual’s taxable income ina 
given year. As noted above, a basic exemption could be provided in defining the 
allowable limit for preference deductions to target the LTP to high-income filers. 


2. Tax Base 
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The list of preference items that are included in an LTP structure could be the 

same as those included in the tax base of the AMT or some other specified list. 

The technical considerations that arise in including particular items in the LTP 
base are discussed below. 


Assuming that preference deductions would be permitted up to at least one-half of 
total income, the inclusion of the tax-exempt one-half of capital gains as a 
preference item for LTP purposes can never, in and of itself, result in pure capital 
gains income bearing a heavier tax burden. The marginal tax rate on capital gains 
would thus remain unaffected. The inclusion of the tax-exempt half of capital 
gains in the LTP would serve mainly to restrict the use of other preference items 
in conjunction with the capital gains preference. 


An important design issue for the LTP base is how to integrate the excess use of 
preference tax credits into the approach. The mechanism of converting credits into 
deduction equivalents that was suggested under the add-on tax does not work 
under the LTP approach. Rather, it requires a two-stage test: first, a test for 
preference deduction items against total income, and then a test for preference tax 
credits against the amount of tax otherwise payable. If preference deduction items 
are limited to one-half of total income, then preference credits could be similarly 
limited to one-half of regular income tax before the credits. This limitation would 
be similar to the one that applied to the investment tax credit prior to April 20, 
1983: it could not exceed $15,000 plus one-half of tax in excess of $15,000. In the 
case of individuals having only preference deduction items or having only 
preference credit items, this two-stage test allows them to reduce their tax 
otherwise payable by only up to one-half. Where the individual has both 
preference deductions and tax credits and both are broadly defined to include all 
preferences, the two-stage test allows him to reduce his tax otherwise payable by 
potentially up to three-quarters: one-half by the use of deductions and one-half of 
the remaining one-half (i.e., one-quarter) by the use of tax credits. 


The dividend tax credit cannot be included in the LTP without some undesirable 
results. First, a limitation on the dividend tax credit is contrary to the integration 
of personal and corporate income taxes, particularly for small business 
corporations. Second, it could affect the marginal tax rates on dividend income in 
a complicated manner depending upon individual circumstances and the extent to 
which the taxpayer is affected by the limitations on the preference items. Third, 
the limitation would not have a uniform impact on dividends and capital gains. 
This is because, while the exclusion of one-half of capital gains is affected by the 


first-stage test (i.e., the limit on preference deductions to one-half of income), 
dividends are affected by the second-stage test (i.e., the limit on tax credits to one- 
half of tax). There is no systematic relationship in the limits at the two stages. 


The investment tax credit (ITC), the scientific research tax credit (SRTC) and 
the share-purchase tax credit (SPTC) could be designated as preference credits. 
Any unused portion of the credits would be eligible for carry-over to other years to 
the extent available under the current rules. Since under the LTP approach tax 
credits can never be used to reduce the tax to zero, their refundability (as in the 
case of ITC) becomes redundant, because an individual’s tax liability would 
always be greater than the permissible amount of tax credits. The ITC and SPTC, 
being purely federal credits, raise federal-provincial issues, and these are 
addressed below. 


3. Period of Measurement 


A central issue in the design of an LTP system is the manner in which excess 
preference income and credits are carried over into other years. As many of the 
preference items that could be affected by the LTP cannot currently be carried 
back or forward, a new mechanism would be needed in the legislation to facilitate 
this. This could be a separate carry-over provision for each preference item 
affected, or to simplify the procedure the carry-over provision could operate on a 
pool basis. To illustrate the latter, consider, for example, an individual who has 
$70,000 in income before any deductions. In the absence of the LTP, assume that 
his deductions would be as follows: 


Contributions to Registered Retirement Savings Plan $ 5,500 
Excess Carrying Charges $20,000 
Capital Cost Allowance on MURBs $10,000 
Personal Exemptions $15,000 

$50,500 


If the taxpayer were allowed to claim deductions up to only one-half of his total 
income, he would have an excess deduction amount of $15,500 which would be 
disallowed in the current year. He would then be allowed to claim this amount (or 
any part of it) in a future year to the extent that his deductions in that year fell 
short of one-half of his total income. Under this approach the $15,500 excess is 
not allocated to individual items, but is maintained as a separate category of 
deductions usable in a future year. A similar mechanism could be designed for the 
carry-over of tax credits. 


4. Units of Tax 


The LTP would apply to only individuals and trusts. In concept it could be 
extended to corporations as well. However, the nature and magnitude of 
preference items claimable at the corporate level is significantly different from 
those claimable at the personal level. As a result, its impact at the corporate level 
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would likely be quite different and different design parameters would be required 
to minimize anomalous results. For example, the limitation on the deduction of 
preference items such as CCAs to one-half of income may be quite reasonable at 
the personal level, but extremely restrictive for corporations in capital-intensive 
sectors of the economy. Considerations similar to those for the AMT would also 
arise in applying the LTP approach at the corporate level, particularly with 
respect to the appropriate measures of income. Problems arise, for example, with 
aggregating income across corporate groups and in defining proper measures of 
economic depreciation within a corporation. 


C. Aspects of Implementing a Limit on Tax Preferences 


1. 


Administrative and Compliance Issues 


The LTP approach sets limits on the use of selected preference items within the 
regular income tax system. Hence, no separate tax is required as would be the case 
for either the AMT or the add-on tax. The extent to which an added burden would 
be placed on Revenue Canada and tax filers by an LTP system would depend 
critically upon the choice and number of preference items that are included. The 
carry-over rules would increase the complexity and record keeping requirements. 


2. Federal-Provincial Issues 


As the LTP would form part of the regular income tax, the nature of the 
provincial involvement would be the same as under the regular income tax system. 
Any limits on preference deduction items would automatically change the 
amounts of taxable income and basic federal tax and, hence, raise the tax revenues 
of the provinces within the collection agreements. The provinces would also benefit 
from any restrictions on cost-shared credits such as the dividend tax credit and 
SRTC. However, if tax credits that are not cost-shared, such as the ITC or SPTC, 
are included in the pool of preference credits, an ordering will be needed to 
apportion the allowable credit limit between cost-shared credits and federal 
credits. 


D. Tax Revenue and Distribution Effects of a Limit on 
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Tax Preferences 


The tax revenues that would be raised and the income distribution of the filers 

that would be affected by different possible LTP structures are presented in this 
section. Three alternative options, referred to as “F”, “G”, and “H”, are 
constructed for illustrative purposes. Option “F” applies the limitation on a very 
broad list of preference items as in the broad-based AMT option shown in Table 8. 
It restricts the preference deductions to the greater of either $25,000 or one-half of 
total income before deduction of any preference items. The tax credits are 


restricted to the greater of $10,000 or one-half of federal tax before deduction of 
any tax credits. The thresholds of $25,000 and $10,000 are chosen so as to relieve 
most low- and middle-income Canadians from those limitations. Options “G” and 
‘“‘H”’ apply the limitation to narrow lists of preference items as in the narrow-based 
AMT options “A” and “‘B”, respectively, except that the regular basic personal 
exemptions continue to be allowed in these LTP options. They differ in that, while 
option “‘G” includes capital gains, dividend tax credit, and excess carrying charges 
in the limitation, option ‘‘H” excludes them. In these options there is no $25,000 
threshold for preference deduction items, so that they are limited to one-half of 
total income. The threshold of $10,000 for the credits is, however, maintained. 


Tables 16 and 17 give the number of filers that would have been affected and the 
federal revenues that would have been raised if these LTP structures had been 
implemented in 1982. The filers affected here means those paying extra taxes due 
to the LTP in 1982. The estimates do not take into account any offsetting tax 
adjustments in later years due to the carry-over of any excess preference 
deductions and credits, which could significantly reduce the net additional 
revenues from an LTP in the longer run. 


Table 16 shows the aggregate number of individuals affected and the revenue gain 
under the three options. The revenue impact of the first two options is quite 
significant and is concentrated on a relatively small number of individuals. Option 
‘“H”’, which excludes the exempt portion of capital gains, excess carrying charges, 
and the dividend tax credit from the limitation, has a very limited impact both in 
terms of the aggregate tax increase as well as the number of individuals affected. 


The income distribution of the filers that would have been affected by various 
LTP structures in 1982 is given in Table 17. This shows that all three options 
impact primarily on individuals with incomes in excess of $50,000. They account 
for over 80 per cent of the tax increase. The $25,000 and $10,000 thresholds under 
option “F” completely relieve the individuals in the bottom income bracket (with 
incomes less than $20,000) from any adverse effect of the limitation. A bigger 


Table 16 


Number of Filers Affected by Limit on 
Tax Preference Items in 1982 


Oi eS 


Number of filers affected 


Federal 
Deduction Tax credit Total revenue 
limitation limitation affected increase 


($ millions) 


Option “F” 48,000 39,000 81,000 447 
Option “G” 16,000 30,000 40,000 267 
Option “H” 2,000 1,000 2,000 6 


ee SS Ee 
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Table 17 


Number of Filers Affected and Federal Tax 
Increase Across Income Groups in 1982 Under 
Various Options for Limit on Tax Preference 


eR ee ee ee ——— 


Option “F” Option “G” Option “H” 
Federal Federal Federal 
Income All Number tax Number tax Number tax 
group filers affected increase affected increase affected increase 


Se eee eee 


($ thousands) (thousands) (thousands) ($mil) (thousands) ($mil) (thousands) ($mil) 


Under 20 10,322 0 0 3 | 0.6 0.2 
20 - 40 4,019 14 12 7 8 0.5 0.4 
A) 0) 471 15 24 1 17 0.1 0.03 
N=. 15 203 Dy WE 16 49 0.7 0.7 
75 — 100 67 9 43 6 32 0.1 0.2 
100 — 200 46 1] 94 6 66 0.1 2.5 

200 and over 13 5 202 3 94 0.1 2.1 

Total NS) 2274 81 447 40 267 DO) Co 


threshold could be provided to also relieve individuals in the $20,000 to $50,000 
income range from the impact of the limitation. 


The LTP structures “F” and “G” simulated here would have significantly reduced 
the number of non-taxable filers with high incomes. Of the 4,000 non-taxable 
filers with incomes over $50,000 in 1982, only 1,781 would have remained non- 
taxable under option “F” and 2,618 under option “G”. Under option “H”’, on the 
other hand, there would have been only a modest reduction in the number of non- 
taxables: 3,578 high-income earners would have remained non-taxable in 1982. 


Vv. Summary 


The purpose of this paper has been to provide relevant information so that all 
interested Canadians can assist in designing a minimum tax that will be as simple 
and fair as possible. 


Under the present Income Tax Act, numerous deductions, exclusions, and tax 
credits are permitted in determining one’s income tax liability. With no overall 
limitation on the use of such preferences, some high-income individuals have been 
able to so arrange their affairs as to pay little or no tax. A minimum tax has been 
proposed to address this situation. This paper provides background information on 
the design and implications of such a tax. 


The first part of the paper provides a profile of high-income individuals who pay 
little or no income tax. The analysis reveals that the tax burden borne by high- 
income earners is very sensitive to the measure of income used and the length of 
the period over which their incomes and taxes are observed. 


Revenue Canada’s Taxation Statistics show that 5,515 or 1.3 per cent of tax filers 
with total assessed income over $50,000 in 1982 paid no personal income tax. 
However, numerous concerns arise over the accuracy of the measures of income 
and taxes in these statistics. When adjustments are made to these measures, 
within the limitations of the available data, fewer high-income filers are identified 
and the number of those not paying any tax drops to around 4,000. 


When a longer-run perspective of the tax burden of high-income individuals is 
taken over an eight-year period, it is found that the proportion paying little or no 
tax is markedly smaller, perhaps as little as one-tenth the number observed in a 
single year. This arises both from the volatility in income over time and the 
tendency for tax rates to average out to more reasonable levels over a number of 
years. Few individuals manage to have high incomes consistently from year to 
year. Even fewer can both maintain high incomes and pay little or no taxes 
consistently over the years. 


The provisions of the individual income tax system that emerge as the major 
reasons for low taxes being paid in a year include the dividend tax credit, the 
exclusion of one-half of capital gains and the unlimited deductibility of carrying 
charges on money borrowed for investments. Tax shelters to encourage certain 
types of investment such as multiple unit residential buildings, Canadian films and 
petroleum exploration ventures, along with more general investment incentives 
such as accelerated capital cost allowances and the investment tax credit, also 
make significant reductions in the taxes paid by high-income earners. In general, 
the major reductions in taxes result either from the manner in which investment 
income is taxed or from incentives to encourage investment. 
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The use of particular tax incentives by high-income individuals changes 
considerably from year to year as new incentives are added to the tax system or 
existing provisions are modified or eliminated. Depending upon these changes and 
the extent of taxpayer response to them, the number and profile of high-income 
individuals also changes. 


The paper identifies three options for addressing the current policy concern about 
high-income individuals not paying any income tax. Under an alternative 
minimum tax, individuals who receive substantial amounts of untaxed income 
(through the use of exemptions, deductions or tax credits) in relation to their 
taxable income would be required to compute a minimum tax on an expanded 
income base and to pay this tax if it is higher than the tax computed under the 
regular system. Under an add-on tax, a low flat-rate tax is imposed on the amount 
of certain itemized tax preferences a taxpayer claims in a year in excess of some 
basic exemption. Under the limit-on-tax-preferences approach, the total amount of 
a number of specified preference items that a taxpayer can deduct is limited to 
some portion, say one-half, of his total income (or tax payable, in the case of tax 
credits) calculated before the deduction of any preference items. 


A number of policy questions that must be addressed in designing a minimum tax 
were discussed in detail in the paper. They are briefly reviewed here and related to 
each particular option. 


What Should the Breadth of the Minimum Tax Be? 


One of the most fundamental issues is what tax preferences should, in effect, be 
subject to a minimum tax. The dividend tax credit, the exclusion of one-half of 
capital gains, and interest expenses in excess of investment income are the items 
that most frequently give rise to the non-taxable status of high-income individuals. 
However, these are also the tax preferences that give rise to the most difficulties in 
fashioning a minimum tax. The fact that corporate source income will very often 
have borne tax at the corporate level, the fact that a minimum tax could raise the 
tax on capital gains and dividend income above what it would be under the regular 
income tax, and the difficulty of defining an excess interest deduction were some 
of the problems identified in the paper. 


Another difficulty in determining what the breadth of the minimum tax base 
should be is created by tax deferral items. Since income that is simply deferred is 
eventually taxed, a minimum tax imposed in the year of deferral without adequate 
carry-over provisions could result in punitive taxation of these items. This would 
be the case where the deferral period is short and the advantage of tax deferral is 
less than the amount of the extra tax imposed under the minimum tax. There is no 
simple solution to this problem. 


It would be difficult administratively to include in the tax base of a minimum tax 
items that are not now reported on the income tax return. For example, the 
accelerated capital cost allowances on a range of business investments, the 
availability of cash basis accounting, and various income-splitting techniques all 


provide high-income taxpayers with opportunities for paying tax on less than their 
economic income. Inclusion of these items in a minimum tax base would involve 
substantial compliance and administrative costs, particularly if there were to be no 
change in their treatment under the regular income tax. This would require 
taxpayers to maintain two sets of records, one for the regular tax and the other for 
the minimum tax. If reduction in tax through their use is of policy concern, a 
question arises as to whether it might be preferable to take corrective measures 
within the regular income tax rather than under a minimum tax. 


One general issue with defining a tax base for a minimum tax is that all tax 
preferences in the Income Tax Act, by themselves, serve valid social or economic 
objectives. Consequently, in terms of the purpose served by the individual 
preference items, the selection of preferences for inclusion in the minimum tax 
base will be arbitrary. One way of avoiding arbitrary distinctions would be to 
make the base as comprehensive as possible. However, this would increase 
considerably the complexity of the tax. 


Both the alternative minimum tax and the limit on tax preferences can be 
designed for a broad base. On the other hand, if only a small number of selected 
tax preferences were to be subject to the minimum tax, the add-on tax might be a 
simpler design to enact and to administer. 


2. What Should be the Rate Structure for a Minimum Tax? 


An add-on tax would likely be structured as a low flat-rate tax. Since the tax is 
added on to the taxpayer’s regular tax liability, if the rate were high it would 
impose excessive total burdens on some taxpayers and could significantly increase 
marginal tax rates on some income items. 


An alternative minimum tax can be imposed at a flat rate or at progressive rates. 
The paper suggests that, to target the tax on “excessive” use of tax preferences, 
the rates for a minimum tax should not exceed one-half of the regular income tax 
rates. This would minimize anomalous consequences in the treatment of capital 
gains and dividend income which are now effectively taxed at one-half of the 
regular tax rates. 


A limit on tax preferences, by contrast, imposes tax on the taxpayer’s excess 
preferences at his or her regular marginal tax rate. As it does not impose a 
separate tax, no separate tax rates need be specified. The added tax ultimately 
paid on an excess preference item, however, depends upon the length of the delay 
before the carried-over excess preference items can be claimed. 


3. Should the Minimum Tax be Levied Solely on an Annual Basis, or 
Make Allowance for Changes Over Time? 


The difficult trade-off between equity and simplicity is raised starkly in this 
question. A minimum tax based solely on an annual assessment period would be 


5] 


the easiest to administer. However, given the year-to-year fluctuations in income 
deductions and regular tax paid that occur for many individuals, this would create 
inequities. The paper explores a number of methods of providing carry-overs for 
each tax design. 


4. Should the Tax be an Alternative or Add-on Levy? 
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A minimum tax might be designed to achieve one of two broad purposes. On the 
one hand, the tax might be designed to ensure that every high-income taxpayer 
pays some minimum level of tax regardless of the composition of the taxpayer’s 
income or deductions. Under this view the tax should be applied only to high- 
income taxpayers who have a low effective rate of regular tax. Clearly the 
alternative minimum tax and limit on tax preference are best suited for achieving 
this purpose. On the other hand, the minimum tax could be designed to ensure 
that some minimum amount of tax is paid on specified items of exempt income, 
deductions and tax credits. An add-on minimum tax would be best suited to 
achieve this purpose. 


To aid in assessing these design issues, the paper provided estimates of the range 
of revenues yielded and individuals affected under various illustrative tax designs. 
While the range of results varies greatly depending on the tax base, exemption 
level and tax rate, it is not clear that any of these structures would produce 
significant tax revenues. 


Finally, a minimum tax is inevitably complex. However, if properly designed, it 
may increase the fairness of the tax system and more nearly equate tax liability 
with an individual’s ability to pay. 
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